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Taxation Section 
Epitep By J. A. L. GUNN, F.1.C.A. 


INCOME AND CAPITAL RECEIPTS 


The problem of discriminating between an income receipt and 
a capital receipt, and conversely between an income and a capital 
disbursement, is one which, in recent years, has frequently 
engaged the attention of the courts. 

The Acts do not attempt to define “income” or “capital”. “The 
word ‘income’ is not a term of art, and what forms of receipts 
are comprehended within it, and what principles are to be applied 
to ascertain how much of those receipts ought to be treated as 
income, must be determined in accordance with the ordinary 
concepts and usages of mankind, except in so far as the statute 
states or indicates an intention that receipts which are not income 
in ordinary parlance are to be treated as income, or that special 
tules are to be applied for arriving at the taxable amount of 
receipts”: Att.-Gen. of British Columbia v. Ostrum [1904] A.C. 
at p. 147; Lambe v, I.R. Comrs. [1934] 1 K.B. at pp. 182-3, per 
Jordan C.J. in Scott v. C. of T. (N.S.W.) (1935), 35 S.R. 
(N.S.W.) 215 at p. 219. 

In the absence of definitions in the Acts, it is necessary to go 
to the decided cases in search of light concerning the true nature 
of isolated payments of an unusual nature. Although each case is 
found to turn on its own facts, and no infallible criterion emerges, 
nevertheless the decisions afford indications of the kind of 
considerations which may relevantly be borne in mind in 
approaching the problem (per Lord Macmillan in Van Den 
Berghs Ltd. v. Clark (1934-35), 19 Tax Cas. at pp. 428-9). 

The following is a classification of some of the English and 
Australian decisions to which we may look for guidance :— 


Amounts Held to be Capital Receipts 

(1) A sum received by a fireclay company as compensation for 
leaving unworked the fireclay under a railway: Glenboig 
Union Fireclay Co. Ltd. v. I.R. Comrs. (1922), 12 Tax 
Cas. 427 H.L. 

(2) £70,000 received for the cancellation of an agency 
contract, which meant the relinquishment of the only 
business which the company conducted: Californian Oil 
Products Ltd. (in lig.) v. F.C. of T. (1934), 52 C.L.R. 
28 H.C. 











290 THE AUSTRALIAN ACCOUNTANT JUNE 


(3) £450,000 received in cancellation of a profit pooling agree- 
ment: Van Den Berghs Ltd. v. Clark (1934-35), 19 Tax 
Cas. 390 H.L. 


Amounts Held to be Capital Payments 
(1) A sum provided to establish a pension fund for employees: 
British Insulated and Helsby Cables Ltd. v. Atherton 
(1926), 10 Tax Cas. 155 H.L. 


(2) A sum paid by a coal merchant for the acquisition of the 
right to a number of current contracts to supply coal: John 
Smith & Son v. Moore (1921), 12 Tax Cas. 266 H.L. 


(3) A payment by a colliery company as the price of being 
allowed to surrender unprofitable seams included in its 
leasehold: Mallett v. Staveley Coal and Iron Co. Ltd. 
(1928), 13 Tax Cas. 772. 


(4) A sum paid by a newspaper company to eliminate a business 
competitor: Associated Newspapers Ltd. v. F.C. of T. 
(1938), 1 A.I.T.R. 403 H.C. 


Amounts Held to be Income Receipts 
(1) A sum awarded in respect of the compulsory taking over 


of a company’s stock of rum by the Admiralty: 7.R. Comrs. 
v. Newcastle Breweries Ltd. (1927), 12 Tax Cas. 927 HLL. 


(2) A sum received by a shipbuilding company for the cancel- 
lation of a contract to build a ship: Short Bros. Ltd. v. 
I.R. Comrs. (1927), 12 Tax Cas. 955 C.A. — See also 
Sunderland Shipbuilding Co. Ltd. v. I.R. Comrs. (1927), 
12 Tax Cas. 955 C.A. 

(3) A lump sum payment received by a quarry company in lieu 
of four annual payments in consideration of which it had 
relieved a customer of his contract to purchase a quantity 
of chalk yearly for ten years and build a wharf at which 
it could be loaded: J.R. Comrs. v. Northfleet Coal and 
Ballast Co. Ltd. (1927), 12 Tax Cas. 1102 K.B.D. 


(4) A sum recovered from insurers by a timber company in 
respect of the destruction by fire of their stock of timber: 
J. Gliksten & Son Ltd. v. Green (1929), 14 Tax Cas. 364. 


(5) £1,500 received for the cancellation of a single, albeit an 
important, agency contract, where the taxpayer carried on 
business as agents of several manufacturers: Kelsall 
Parsons & Co. v. I1.R. Comrs. (1938), 21 Tax Cas. 608. 


(6) Damages received for late delivery of a ship from ship 
repairers: Burmah Steamship Co. v. I.R. Comrs. (1931), 
16 Tax Cas. 67; Scottish Court of Sessions. 

(7) Compensation received by shipowners for compulsory 


detention of ships by a Government: Ensign Shipping Co. 
Ltd. v. IL.R. Comrs. (1928), 12 Tax Cas. 1169 C.A. 
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Amounts Held to be Income Payments 
(1) Amount paid by a company as the price of getting rid of 
a life director, whose presence on the board was regarded 
as detrimental to the profitable conduct of the company’s 
business: Mitchell v. B. W. Noble Ltd. (1927), 11 Tax 
Cas. 372, C.A.; and see also W. Nevill & Co. Ltd. v. F.C. 
of T. (1936-37), 56 C.L.R. 290 H.C. 


(2) £300,000 paid by a company in order to disembarrass it 
of an onerous agency agreement: Anglo-Persian Oil Co. 
Ltd. v. Dale (1931), 16 Tax Cas. 253 C.A. 


Compensation Received for Cancellaton of an Agency Contract 


Further light may be shed on the subject by reconciling two 
apparently conflicting decisions of the Courts regarding compen- 
sation received for the cancellation of an agency contract :— 

In Californian Oil Products Ltd. (in lig.) v. F.C. of T. (1934), 
52 C.L.R. 28, the taxpayer company was registered on August 31, 
1925, and went into liquidation on December 11, 1928. Its 
directors resolved on a winding up on October 17, 1928, after 
entering into an agreement with the Atlantic Union Oil Co. Ltd., 
by which, in consideration of £70,000 payable in ten half-yearly 
instalments, it cancelled an agreement with that company appoint- 
ing the taxpayer company its exclusive agent for five years in 
New South Wales for the sale of petrol, kerosene, and lubricating 
oils and greases. The agreement of cancellation contained 
provisions under which the Atlantic Union Oil Co. agreed to pay 
the taxpayer a sum of £715 as the surrender value of the lease 
of the latter’s office, and another sum of £735 as the price of 
a local service station. It also contained a provision by which 
the taxpayer company covenanted that it would not thereafter 
directly or indirectly handie, trade or deal in petroleum products 
of any kind. The question for decision was whether instalments 
of the sum of £70,000 formed part of the assessable income of 
the taxpayer in the year in which they were received. Held, by 
the High Court, that the instalments were not assessable. 

In Kelsall Parsons & Co. v. I.R. Comrs. (1938), 21 Tax Cas. 
608, the appellants carried on business as agents on a commission 
basis for the sale in Scotland of the products of various manufac- 
turers, and entered into agency agreements for that purpose. At 
the instance of the manufacturer concerned, one of the agreements, 
which was for a period of three years, was terminated at the end 
of the second year in consideration of payment to the appellants 
of the sum of £1,500 as compensation. On appeal against an 
assessment to income tax, the appellants contended that the said 
sum was a capital receipt and not a taxable profit. The General 
Commissioners decided that the said sum should be included in 
the calculation of the taxable profits for the year in which it was 
received. Held, by the Scottish Court of Session, that the 
General Commissioners’ decision was correct. 
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The following differences exist in the circumstances of the 
Scottish case on the one hand, the Australian case and Van Den 
Berghs’ case on the other, and these inevitably lead to different 
results :— 

(a) Magnitude of the Transaction—In Van Den Berghs Ltd. 
v. Clark, Lord Macmillan said (19 Tax Cas. at p. 432) : “Mr. Hill 
very properly warned your Lordships against being misled as to 
the legal character of the payment by its magnitude, for magnitude 
is a relative term and we are dealing with companies which think 
in millions. But the magnitude of a transaction is not an entirely 
irrelevant consideration. The legal distinction between a repair 
and a renewal may be influenced by the expense involved.” So 
also, in Mitchell v. B. W. Noble Ltd., the magnitude and non- 
recurrent nature of the payment was regarded by Sargent Lj. 
as a circumstance which should be considered. 

In the Australian case the payment was £70,000; in the Scottish 
case the payment was £1,500. 

In referring to the payment of £300,000 in Anglo-Persian Oil 
Co. v. Dale, which was to disembarrass a company of an onerous 
agency agreement, Dixon J., in Associated Newspapers Lid. v. 
F.C. of T., said at p. 412: “Thus in Anglo-Persian Oil Co. v. Dale 
the establishment and reorganisation of agencies formed part of 
the class of things making the continuous and constant demand 
for expenditure, but the given transaction was of a magnitude 
and precise description unlikely again to be encountered.” 


(b) Structure of the Business—lIn the Australian case, where 
the whole business of the company was carried on under one 
agency agreement, Dixon and Evatt JJ. said at p. 43: “It was, 
in Our opinion, not an incident in the carrying on of the taxpayer 
company’s trade, but the relinquishment and abandonment of the 
only business which the company conducted.” In the Scottish 
case, where the agreement relinquished was one of several, the 
Lord President said at p. 619: “That was a contract incidental to 
the normal course of the appellants’ business. Their business, 
indeed, was to obtain as many contracts of this kind as they 
could, and their profits were gained by rendering services in 
fulfilment of such contracts. The appellants’ business is entirely 
different from the business carried on by someone who, under 
contract, acts exclusively as agent for a single principal.” 


(c) Nature of the Cancelled Contract—In Van Den Berghs 
case, Lord Macmillan said at p. 431: “The three agreements which 
the appellants consented to cancel were not ordinary commercial 
contracts made in the course of carrying on their trade; they were 
not contracts for the disposal of their products or for the engage- 
ment of agents or other employees necessary for the conduct of 
their business; nor were they merely agreements as to how their 
trading profits when earned should be distributed as between the 
contracting parties. On the contrary the cancelled agreements 
related to the whole structure of the appellants’ profit-making 
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apparatus. They regulated the appellants’ activities, defined what 
they might and what they might not do, and affected the whole 
conduct of their business.” At p. 432, his Lordship went on to 
say: “The agreements formed the fixed framework within which 
their circulating capital operated; they were not incidental to the 
working of their profit-making machine, but were essential parts 
of the mechanism itself.” 

In the Scottish case, the Lord President said at p. 621: “In my 
opinion the agency agreements entered into by the appellants, so 
far from being a fixed framework, are rather to be regarded as 
temporary and variable elements of the appellants’ profit-making 
enterprise.” 

(d) Unexpired Period of the Contract.—In the Scottish case 
Lord Fleming said at p. 622: “I wish to add that I attach import- 
ance to the fact that the agreement had only one year to run at 
the date of its termination. A different case would have arisen 
for decision if the agreement had been terminated when it had 
still, say, a period of 10 years to run. A payment made in respect 
of a loss to be sustained over a period of years may well have a 
different character from a payment made in respect of a loss to 
be sustained in the year in which the payment is received.” 

In Van Den Berghs’ case, the agreements, in respect of which 
the payment was made in 1927, did not expire until 1940. 





Goops ExPporTED FROM AUSTRALIA 


New Regulation 6A was quoted in the March, 1939, issue of 
the Journal at pp. 136-7. 

The Taxpayers’ Association of New South Wales has written 
to the Right Hon. R. G. Casey, Commonwealth Treasurer, asking 
that certain important matters concerning the Regulation should 
be clarified by the Government before it is brought in force. 

In particular, the Association is concerned with the fear of 
double taxation that would appear to arise, in regard to trade with 
countries such as New Zealand. As the regulation is framed at 
present it would appear that the export by Australian producers 
of dairy products, wine and dried fruits, etc., to New Zealand 
will be doubly taxed, i.e., by the Australian authorities and by 
those in New Zealand. It would not be the policy of the 
Government to permit such double taxation or to place difficulties 
in the way of enlarging Australia’s export trade. 

Double taxation could be avoided if the Act were amended to 
permit of the allowance of a rebate where the sales of exported 
goods were subject to tax in the country of sale. Alternatively 
the Government might consider the making of reciprocal agree- 
ments with those countries having substantial trade connections 
with Australia. 

The Association has also asked for information as to whether 
it is intended to tax an oversea wool buyer in respect of wool 
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purchased in Australia and sold overseas in the same state. It 
would appear that under sub-section (1) (b) an overseas wool 
buyer, whose representatives purchase wool in Australia at the 
local sales, and who sells the wool abroad, would be subject to 
tax on one-half of a total profit. 

A further doubtful case arises in regard to the meat export 
trade. In one case under notice the company in addition to 
exporting chilled and frozen meat also exports tinned and 
processed meats, etc. So far as meat exported in its natural state 
and raised by the company on its own stations or on stations 
owned by a subsidiary company is concerned, it would seem that 
the whole of the profit is assessable under sub-section (2) of the 
regulation. The position regarding the export of canned and 
processed meats is, however, not clear. 





SHarES IssUED TO EMPLOYEES 


In the March issue of the Journal at page 133, the decision of 
Macnaghten J. in Lowry v. Consolidated African Selection Trust 
Ltd. [1938] 4 All. E.R. 689, was cited. His Honour held that 
the difference between the par value and the higher market value 
of shares issued by a company to its employees at par was not an 
allowable deduction to the company. 

The taxpayer company appealed to the English Court of Appeal 
which reversed the decision of Macnaghten J. and held that the 
company could deduct such difference as a revenue expense [1939] 
1 All. E.R. 353. 





FUND OUT OF WHICH EXPENDITURE MADE Is IRRELEVANT 


In the case cited in the preceding paragraph, the Crown put 
forward the argument that if the company had issued its shares 
to the public, and had obtained the premium, that premium would 
not have been a taxable profit in its hands. From that it was 
argued that the value of the premium must be treated as capital, 
and, accordingly, the company had remunerated the employees out 
of capital. 

The Master of the Rolls replied to this argument as follows :— 
“The circumstances that, for income tax purposes, it would not 
have been taxable seems to me irrelevant, because money paid by 
way of remuneration to an employee is of necessity in its nature, 
for income tax purposes, a payment on revenue account. It 
matters not out of what drawer the company obtains the money 
or the goods for the purpose of making that payment. That isa 
matter with which the Revenue has no concern. If the company 
draws a cheque on its account to pay its employee, its situation at 
the time may be such that the only fund available for making that 
payment is part of its own capital. It may have no profits. It 
may have no reserves. Its sole asset may be the capital fund 
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represented by subscriptions for its shares. Nevertheless when 
it draws that cheque and pays its employee, as between itself and 
the Revenue it has incurred a revenue expense, and that revenue 
expense can be deducted for the purpose of its assessment.” 





Bonus SHARES 


An extraordinary meeting of shareholders of Australian 
Consolidated Industries Ltd. (formerly Australian Glass Manu- 
facturers Co. Ltd.) was held in Melbourne, on March 15, for the 
purpose of authorising the bonus issue of 11 new shares for every 
four shares held in the company, thus raising the company’s 
issued ordinary capital from £930,478 to £3,489,292. The 
company is registered in Victoria. 

The chairman (Mr. E. Norton Grimwade) stated that one 
important point about which shareholders were awaiting some 
pronouncement was that of probable taxation on the capitalisation. 
The problem of taxation was a major one these days, and Mr. 
Grimwade said he could assure the shareholders that, the directors 
had given this aspect of the matter very careful consideration. 
Everything possible had been done to protect them, and the 
capitalisation had been made “wholly and exclusively out of 
profits made from the sales of assets not purchased with a view 
to resale at a profit.” The company’s advisers considered that 
allotments made to shareholders would not be subject to Federal 
income tax in the hands of shareholders, nor would they be liable 
in the majority of the States to ordinary State income tax, but 
they might be liable to certain special taxes in some of the States 
and New Zealand. The company itself would also be liable for 
some additional tax as a result of the future system of working, 
but the need for sectionalising the business was considered to be 
so paramount that it was deemed to outweigh the expenses of the 
further impost thus suffered. 

The following is a brief note of the position of shareholders 
regarding bonus shares of the above description under the 
Commonwealth and State Acts :— 


Commonwealth 


Under S. 44 (2) of the Commonwealth Act the assessable 
income of a shareholder does not include dividends paid wholly 
and exclusively out of profits arising from the sale of assets not 
acquired for the purpose of resale at a profit. 


New South Wales 


Under 53 (b) of the New South Wales Income Tax (Manage- 
ment) Act the assessable income of a shareholder does not include 
dividends paid wholly and exclusively out of profits arising from 
the sale of assets, if the company was not liable to tax in respect 
of those profits under the present or the previous Acts. The 
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company would be liable to New South Wales income tax in 
respect of profits arising from the sale of capital assets in the 
following circumstances— 


(a) If the company bought and sold within seven income years 
real property situated in New South Wales, any profit 
arising from such sale would be assessable income of the 
company under Section 105. 

(b) If the company bought and sold any other form of 
property within three income years and the sale was 
effected in New South Wales, any profit arising from such 
sale would be assessable income of the company under 
Section 106. 

If the company declared a dividend wholly and exclusively out 
of its capital profits, and if any of the profits were assessable 
income of the company under S. 105 or S. 106 ofi the New South 
Wales Act, the whole of the dividend would be assessable under 
the New South Wales Act but would remain free of Federal 
income tax. The position for purposes of New South Wales 
Special Income Tax is exactly the same as for ordinary New 
South Wales Income Tax, Section 10 (4)—Special Income and 
Wages Tax (Management) Act 1936-38. 


Victoria 
Under the Victorian Act dividends are not assessable to 
normal income tax, but are assessable to Special Income Tax and 


Unemployment Relief Tax. For purposes of Special Income 
Tax, the schedule to the Victorian Rates Act provides that: 


(a) In the case of any person who is a shareholder of a 
company registered in Victoria—any dividend credited paid 
or distributed to him by the company from any profit 
derived in or from Victoria or elsewhere by it; and 

(b) in the case of any person ordinarily resident in Victoria 
who is a shareholder of a company whether registered in 
Victoria or not and whether carrying on business in 
Victoria or not—any dividend credited paid or distributed 
to him by the company— 

is to be deemed to form part of the assessable income of that 
person. 

Section 4 of the Victorian Unemployment Relief Tax Act is 
identical with the above provision. 

The definition of “dividend” contained in Section 4 of the 
Victorian Act specifically includes “the paid up value of shares 
distributed by a company to its shareholders to the extent to 
which the paid up value represents a capitalisation of profits.” 

It would appear, therefore, that as the company is registered 
in Victoria the whole of the abovementioned bonus dividend is 
subject to Victorian Special Income Tax and Victorian Unem- 
ployment Relief Tax, except that under the reciprocating 
provisions (Victorian Relief Tax Act, 1936, S. 7 (c) (iv); 
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Income Tax Rates Act, Schedule (d) (iv) and proclamations) 
residents of New South Wales and South Australia will not be 
subject to Victorian Unemployment Relief Tax and Special 
Income Tax in respect of the bonus shares. 


Queensland 


Under the Queensland Act, dividends are not subject to the 
normal Income Tax or to Income (State Development) Tax. 


South Australia 

Under the South Australian Act, residents of South Australia 
only are liable to tax in respect of dividends. Under S. 54 (2) 
the assessable income of a shareholder does not include dividends 
paid wholly and exclusively out of profits arising from the sale 
of assets not acquired for the purpose of resale at a profit. The 
above-mentioned bonus shares would therefore be exempt for 
the purpose of South Australian Income Tax. 


Western Australia 

Under the Western Australian Act, Section 44 (1) provides 
that the shareholder is assessable in respect of dividends only 
where he is a resident of the State. Section 44 (2) provides 
that the assessable income of a shareholder shall not include 
dividends paid wholly and exclusively from profits arising from 
the sale of assets not acquired for the purpose of resale at a 
profit. Under the Western Australian Financial Emergency Act, 
the term “assessable income” does not include dividends received 
by a taxpayer. The same exemption is contained in the Western 
Australian Hospital Fund Act. The bonus shares would, there- 
fore, be exempt from all three Western Australian taxes. 


Tasmania 


Section 35 of the Tasmanian Act provides that the assessable 
income of a shareholder in a company (whether the company is 
a resident or non-resident) shall include dividends paid to him 
by the company out of profits derived by it from any source. If 
a dividend is received by a resident of Tasmania from a company 
not subject to tax in Tasmania, the dividend is assessable to both 
normal and special income tax. 

Where a Tasmanian taxpayer derives income from any source 
outside Tasmania, he is entitled under S. 110 to deduct from the 
normal Tasmanian income tax payable by him in respect of the 
income so derived— 

(a) The sum paid by him by way of income tax in respect 
of such income in the State whence the income was derived, 
or 

(b) the normal Tasmanian income tax on such income, 
whichever is the less. 
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GRAMOPHONE ROYALTIES | 


Mr. Peter Dawson was entitled to royalties on certain - 
gramophone records, under an agreement which provided that = 
“the company shall pay to the artist upon the signing of this - 
agreement the sum of £1,500... and shall during the . . . period re 
of two years pay to the artist a futher sum of £1,000 by eight 9 


quarterly instalments of £125 each, payable in advance, the first 
instalment to be payable on the signing of this agreement. All 7) 
such sums of £1,500 and £125 shall be treated and taken into 


account as payments by the company on account and in advance - 
of the royalties due under the provisions of this agreement.” The bas 
taxpayer claimed that he was not taxable in respect of the In 
payment of £1,500 as it was, in fact, a loan, even though it was - 
not repayable by himself, but was deductible in equal quarterly vs 


payments of £187/10/- from future royalties, and that the , 
quarterly payments were £312/10/-, less repayment of £187/10/- po 








on account of the advance. The General Commissioners found, als 

as a fact, that the £1,500 was a loan: Held (Macnaghten J.) that a 

the £1,500 could not be said to be money advanced as a loan, for a 

the taxpayer could never be called upon to repay it; the sum was y 

therefore assessable: Taylor v. Dawson, K.B.D., 9 November, 

1938. a 
soc 
sta 

CONTRIBUTIONS TO PENSION FuNDs 19: 
Section 76 of the New South Wales Income Tax (Management) pan 


Act, 1936, provides that a deduction shall be allowed of any sum 
“set apart or paid by the taxpayer in the year of income as or 
to a fund” to provide pensions and other benefits for employees 19: 
engaged in producing a taxpayer’s assessable income where the “+ 


taxpayer is under a legal obligation to set aside or pay that sum tor 
and the rights of the employee to receive such benefits are “fully suc 
secured.” J 

Section 88 (1) (b) is in somewhat similar terms. One of the une 
main differences between it and S. 76 is that S. 88 (1) (b) does Ac 
not require that the setting apart or payment of the moneys must tak 
be made under a legal obligation to do so. Cf. Ss. 66 and 78 (1) the 
(b) of the Commonwealth Act. the 

In 1914 a company and certain of its employees entered into am 


a deed providing for retiring allowances for employees. Under | 
this scheme an account was opened in the company’s books in 
the name of each employee; the company credited to this account “by 
an amount equal to that contributed by the employee, added 





interest on the total amount credited and, by a series of entries, = 
wrote off to its profit and loss account the amount of its dec 
contribution and such interest. The deed provided in certain acc 
events for benefits to each employee from the amount standing pal 
to his credit, and in certain other events for the forfeiture of as 


such amount. &. 
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On July 1, 1935, this scheme was superseded by one contained 
in a new deed. Under the new scheme is was arranged with an 
assurance society that each employee should receive one fully 
paid-up single premium endowment policy, to be paid for by the 
total amount then standing to the credit of such employee under 
the earlier scheme, and one annual premium endowment policy, 
the premiums on which were to be met by contributions by the 
employee of not less than 33% of his salary, and by the company 
of an amount equal to 5% of such salary. The deed provided, 
inter alia, for forfeiture of the employee’s rights in the event of 
bankruptcy or of assignment, charge of alienation of his interest. 
In the event of resignation or dismissal for misconduct the 
company was entitled to a proportion of the surrender value of 
the policy, and in certain cases it was entitled to a lien on the 
employee’s contributions or on amounts payable under his 
policies for debts due to it by the employee. The company was 
also enabled to put an end to the scheme by giving twelve months’ 
notice to the employees, in which case each employee was entitled 
to all contributions standing to his credit, including those made 
by the company, and to the full benefit of his policies. 

On September, 30, 1935, the company, to provide the single 
premium policies under the new scheme, paid to the assurance 
society £10,066/0/1, being the total amount, including interest, 
standing to the credit of the employees under the earlier scheme 
as at June 30, 1935. Between September 30, 1935, and June 30, 
1936, the end of the relevant income year, the company, in 
pursuance of the new scheme, paid to the society further amounts, 
totalling £1,571/6/10, representing its contribution to the annual 
premium policies for the period from July 1, 1935, to June 30, 
1936. The company claimed to deduct from its assessable income 
for the relevant income year each of the amounts so paid to the 
society. 

Held: (1) that the sum of £10,066/0/1 could not be deducted 
under S. 76 or S. 88 (1) (b) of the Income Tax (Management) 
Act 1936 (N.S.W.) as the “setting apart or payment” did not 
take place in the relevant income year, but in prior years when 
the company made the appropriate entries in its books crediting 
the employees and writing off to its profit and loss account the 
amounts so credited. 

(2) That, after allowing for all possible disadvantages, the 
new scheme conferred on the employees real and substantial 
“benefits” within the meaning of the above sections; that the 
employees’ rights to such benefits were “fully secured” by the 
deed and by the endowment policies issued to them; that 
accordingly the sum of £1,571/6/10 having been “set apart or 
paid” by the company in the relevant income year, was allowable 
as a deduction under such sections. Winchcombe Carson Ltd. v. 
C. of T. ((1938) 1 A.L.T.R. 397 N.S.W.). 
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AMOUNTS RECEIVED FOR FuTURE SERVICES 


The objects of the appellant company included the purchase and 
cultivation of lands for flax production. During the relevant 
accounting periods it issued two series of bonds, payable either 
in cash or by instalments. The terms of issue provided, inter 
alia, that, when the bond was fully paid, the company should pay 
to the bondholder interest on the face value of the bond; the 
company was to transfer to the trustee on behalf of each bond- 
holder parcels of land in proportion to his interest, to cultivate 
the lands, to erect a mill and necessary plant, and to provide 
capital for the working of the undertaking; the net profits of the 
undertaking were to be divided among the bondholders in 
proportion to their interests. In its returns the company brought 
in as revenue the entire sum representing the face value of bonds 
issued during the accounting periods, whether paid or payable 
during such periods or not. It sought to deduct the full 
amount of commission to salesmen and future interest to bond- 
holders in respect of bonds so issued, although only part of such 
commission and interest was paid or payable within the accounting 
periods. It also sought a deduction in respect of a reserve fund 
set aside to meet its future obligations to bondholders in respect 
of bonds so issued, although only part of such fund was expended 
for that purpose during such periods. In making the assess- 
ments the Commissioner left standing the revenue side of the 
account, but allowed deductions of only so much commission, 
interest and reserve funds as were actually paid or expended 
during the accounting periods. Held: that the assessments 
should be set aside and remitted to the Commissioner and that, in 
any re-assessment, he should include only bond moneys received 
in the accounting periods and should allow deductions for such 
part of future interest and deferred commission, if any, as was 
referable to the accounting periods, but should not allow any 
deduction in respect of the reserve fund: New Zealand Flax 
Investments Ltd. v. F.C. of T. (1938), 1 A.1.T.R. 366. 


In the judgments of Starke J. at p. 371 and of Dixon J. at pp. 
376-7 doubts were indicated as to whether the bond moneys 
received were not in whole or in part a capital receipt. “But, 
behind the assumption made by both parties for their respective 
purposes, there lies the question whether the bond moneys 
received formed a revenue item or were in whole or in part a 
capital receipt. I say ‘or in part,’ because it is, I think, possible 
that a single sum received in the course of the business of a 
company or of a natural person may be divisible, and that part 
of it ought to be treated as capital and part of it as revenue or 
assessable income. Thus in Webster's Case (1926), 39 C.L.R. 
130, supra, itself, although it is said that the definition of assess- 
able income as gross income clearly covered the gross proceeds 
of the sale of the wool in question, I should have thought that 
there was something to be said for the view that, as the sheep 
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were purchased in wool only ten weeks before shearing, a 
proportion at least of the wool money should have gone into 
the same account as the purchase of the sheep, which was in fact 
a capital and not a trading account,” per Dixon J. 

Later, Dixon J., at pp. 377-8, went on to say :— 

“As to the principle which, if the statute allowed it, ought to 
be applied in reference to the deductions claimed, I agree that 
the statement of Lush J., in London Cemetery Company v. Barnes, 
is in point. His Lordship says: ‘It seems to me that in a case 
like the present the true profit earned by the appellants is the profit 
which remains when they have discharged and met the expenditure 
they have undertaken to discharge and meet in consideration of 
the payments, and although—as the appellants admit—the sums 
received are income and not capital, yet it would be wrong to 
treat the whole of the moneys received as profit or money earned ; 
but against the payments which the appellants receive ought to 
be set off the expenses they will incur in order to earn the money 
so paid.’ 

“But as the Commonwealth Income Tax Assessment Act 1922- 
1930 has been interpreted, authority for the deduction must be 
found not in general principles but under some provision of the 
statute. In paragraph (ba) of the definition of income in S. 4 
(see now S. 26 (a)), ‘profit’ is specially brought into the 
assessable income, and this involves a preliminary account of the 
particular transaction, which, no doubt, is a departure from the 
general scheme ascribed to the Act. There may be other similar 
examples and perhaps, apart from such express provisions, 
instances of special businesses and transactions may be found 
where nothing but the net profit could be regarded as a revenue 
item. But, generally speaking, the gross receipts on account of 
revenue must be taken into the assessable income and therefrom 
the deductions allowed by the Act must be made and no other. 
For the purpose in hand I think that S. 23 (1) (a) (see now 
S. 51) must be the source in which the company must seek 
authority for the deductions. To come within that provision 
there must be a loss or outgoing actually incurred.” 


Meaning of Incurred 


Dixon J. continued at p. 378:—“ ‘Incurred’ does not mean only 
defrayed, discharged, or borne, but rather it includes encountered, 
run into or fallen upon. It is unsafe to attempt exhaustive 
definitions of a conception intended to have such a various or 
multifarious application. But it does not include a loss or 
expenditure which is no more than impending, threatened, or 
expected.” 





Price Fix1nc AGREEMENTS 


The appellant, a newspaper company, was the equitable owner 
of all the shares in the P. Co., another newspaper company, and 
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exercised a certain control by nominal directorship over it. Under 
an agreement entered into between the two companies, in 
consideration of the P. Co. undertaking not to advance the price 
of its paper without the appellant’s consent, the appellant agreed 
to pay the P. Co. £100 per calendar month for five years. Held, 
by the New Zealand Court of Appeal, inter alia, that: 

(1) The two companies were separate legal entities; neither 
was the agent of the other, and each had an independent 
directorate ; 

(2) the agreement was a bona fide business agreement; that 
the payments made by the appellant were revenue and not 
capital expenditure, being part of its current commercial 
expenditure, and were deductible under S. 80 (2) of the 
N.Z. Act: 

(3) S. 170 of the N.Z. Act (which is similar to S. 260 of the 
Commonwealth Act) had no application. Semble per 
Myers C.J. that S. 170 cannot, so far as income tax is 
concerned—save perhaps in some special or exceptional 
circumstances—apply to a contract, etc., made in good 
faith for adequate consideration in the ordinary course of 
business, so as that it is in the true sense an ordinary 
business operation: Timaru Herald Co. Ltd. v. C. of T,, 
1938 N.Z.L.R. [978]. 





INTEREST INCURRED 


The appellant company carried on business both in and outside 
New South Wales. It borrowed money at interest and also 
lent money out at interest, but it was not possible to say in respect 
of interest earned on money loaned in a particular State how 
much of such money loaned was raised in that State. For some 
years an arrangement had been in force between the appellant 
company and the Commissioner under which the amount of 
interest incurred in producing assessable income in the State 
had been arrived at by making an apportionment on the basis of 
the assets in the State as compared with the total assets of the 
company, but for this purpose fixed assets were excluded from 
consideration on the ground that no borrowed money would have 
been invested therein. In its return for the income year ending 
30 June, 1935, the appellant company, in following this arrange- 
ment, sought to omit, as being fixed assets, certain funds invested 
in Government stock. On this basis it estimated the interest 
incurred in respect of borrowed money used in New South Wales 
at £8,034 and claimed to deduct that amount from its assessable 
income. The Commissioner, in applying the formula contained 
in the arrangement, refused to regard such funds as fixed assets 
and allowed a deduction of only £5,995 in respect of such interest. 
Held: The onus was on the appellant company of proving that the 
assessment was excessive; that on the evidence it had not proved 
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that the deduction claimed was the amount of interest “actually 
incurred in gaining or producing the assessable ‘ncome” and so 
had failed to discharge such onus. Elder Smith & Co. Ltd. v. 
C. of T. (N.S.W.) (1938), 1 A.LT.R. 391. 





Form v. SUBSTANCE 


The following decisions are of interest as tg the extremely 
important part played by the “form” of a transaction in deter- 
mining whether a payment is to be treated, for income tax 
purposes, as capital or income expenditure. A catering contractor 
who, for the purpose of his business, wanted a dump upon which 
he could deposit material, entered into an eight-years’ agreement 
by which he undertook to deposit on certain land a minimum of 
80,000 cubic yards of material in the period. The price to be paid 
by him to the landowner was £3,200, payable by half-yearly 
instalments ot £200. Held: That these half-yearly payments 
were capital payments: J/.R. Comrs. v. Adam [1928] S.C. 738, 14 
Tax Cas. 34. “A great deal has been said about form and 
substance. I think that, in a question of this sort, both form 
and substance must be considered; because the form of the 
transaction by which the respondent acquired the right to dump 
waste soil may bear very materially on the question of the capital 
or revenue character of the outlay made to acquire it. Suppose 
that the consideration for the right had been an annual rent of the 
site stipulated for as such, it would, I think, have been difficult 
to displace the view that the rent was a proper revenue charge. 
But, the contract taking the form it does, it is equally difficult 
to put out of view the fact that the consideration is not a rent 
but a capital price. The contract might easily have assumed 
either form, and would have suited the respondent equally well 
either way,” per Lord Clyde at p. 743. 

For the purpose of operating a totalisator, the owners of a 
racecourse erected certain buildings and granted to the Racecourse 
Betting Control Board a licence to use those buildings in con- 
sideration of a yearly payment. This payment was stated to be 
124 per cent. of the cost of the construction of the buildings, 
but it was further provided that, whatever the cost of the 
construction might be, the annual payment should not be less than 
124 per cent. of £23,000 or more than 124 per cent. of £27,000. 
There followed a declaration that this annual sum was a yearly 
consideration in respect, not only of the enjoyment and exercise 
of the right of user, but also of repayment by yearly instalments 
of the capital value of the cost of construction. The question 
was whether such annual payment was wholly a revenue payment 
or whether it was in part (that is, in respect of the part 
applied to repayment of capital) a capital payment. Held: The 
annual payment was a revenue payment, and, therefore, deductible 
in computing the profits of the board: Racecourse Betting Control 
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Board v. Wild [1938], 4 All. E.R. 487. “It is said, and truly 
said, that whether a payment is a revenue payment or a capital 
payment may depend upon the angle from which you look at it. 
The payment may be a revenue payment from the point of view 
of the payer and a capital payment from the point of view of 
the receiver and, vice versa, it may be a revenue payment from the 
point of view of the receiver and a capital payment from the 
point of view of the payer. The fact that the sum payable by 
the board is a sum which, over a period of years, will recoup to 
the Racecourse Co. nearly the whole of the cost of the erection 
of the buildings, and at the same time give a reasonable return 
on the money that they have invested, is, I think, immaterial,” per 
Macnaghten J., at pp. 490-1. 

The case of Burmah Steamship Co. v. I.R. Comrs. (1931), 16 
Tax Cas. 67, affords a further example of the importance of a 
form which a transaction may take. The expense incurred by 
the shipping company was for capital repairs to a ship. It 
received compensation from the repairers for delay in completing 
the work, calculated by reference to the estimated profit which 
would have been earned by the ship had she been trading during 
the excess time taken for overhaul. Lord Sands points out, at 
p. 73, that “if the shipping company had seen their way to 
present the matter on the footing of an abatement from the 
contract price, it would have been very difficult for the Revenue 
to have maintained that the £3,000 was anything else but a capital 
saving. 





New SoutH Wates SpecitAL INCOME TAX ON DIVIDENDS AND 
INTEREST Patp TO NON-RESIDENT SOCIETIES AND ASSOCIATIONS 


By F. C. Pike, A.1.c.a. 


The decision given by the High Court in the case of the 
University of Birmingham and The Epsom College v. The Federal 
Commissioner of Taxation ((1938) 1 A.L.T.R. 383), which was 
dealt with in last month’s issue of the Journal, would appear to 
remove the obligation to collect New South Wales Special Income 
Tax imposed on companies and interest payers in those cases 
where a dividend or interest is paid to certain non-resident 
societies, associations, etc. 

The Special Income and Wages Tax (Management) Act 1936- 
1938 provides for the collection of tax on dividends and interest 
paid to persons not domiciled in New South Wales in respect of 
shares registered upon a register situate in that State or in respect 
of money lent in the State. 

Sub-Section 3 of Section 11 of the Act reads :— 

“Where— 

(a) a dividend becomes payable by a company, to a shareholder 
not domiciled in this State in respect of its shares registered 
on a register situate in this State, or 
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(b) interest becomes payable by a person (ir. this Section 
referred to as the interest payor), to a person not domiciled 
in this State (in this Section referred to as the interest 
recipient) on money lent in this State, 

“the company or interest payor, as the case may be, shall deduct 

“and retain from such dividend or such interest when paid an 

“amount sufficient to pay the tax in respect of such dividend or 

“such interest at such rate as may be fixed by any Act and shall 

“forward such amount to the Commissioner with the prescribed 

“return within such time as may be prescribed.” 

The Special Income Tax Act is to be read with the Income Tax 
(Management) Act, which is referred to as the Principal Act. 
By reference to Section 52 of the Principal Act Special Income 
Tax on dividends is limited to that portion of the dividend deemed 
to have been paid out of profits derived in New South Wales. 

Sub-Section (10) of Section 11 of the Special Income Tax Act 
by reference to Section 8 of that Act extends an exemption to 
those incomes, revenues and funds exempt from tax by Section 
16 of the Principal Act. 

Under Section 16 of the Principal Act the income of certain 
societies, associations, etc., is exempt from tax. 

Section 23 (e) of the Income Tax Assessment Act 1936 
provides that there shall be exempt from Income Tax “the income 
of a religious, scientific, charitable or public educational institu- 
tion.” 

The High Court, in the recent case of Universiiy of Birming- 
ham and The Epsom College v. Federal Commissioner of 
Taxation, found that the exemption granted under Section 23 (e) 
of the Income Tax Assessment Acts 1936 is not limited to 
institutions in Australia. 

Section 23 (e) of the Income Tax Assessment Act is identical 
with Section 16 (e) of the New South Wales Income Tax 
(Management) Act. 

In view of this decision, it is submitted that the income of 
non-resident societies, associations, institutions, etc., referred to 
in Sub-Sections (d), (e), (g), (h), (j), (nm) and (w) of Section 
16 of the Income Tax (Management) Act is exempt from New 
South Wales Income Tax, and companies or interest payors 
paying dividends or interest to such bodies are no longer under 
an obligation to collect New South Wales Special Income Tax in 
respect of such payments. 
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Examples of Holding Companies’ Accounts 


The accounts provisions of the Victorian Companies Act, 1938, 
will necessitate alterations in the form of published accounts of 
many Victorian companies, and particularly of those of holding 
companies. The opportunity will doubtless be taken by many 
companies to overhaul the form of their published accounts 
generally, apart altogether from the statutory requirements, and 
accountants are likely to have a busy time in the next few months 
in considering and advising on proposed changes. 

The Finance and Commerce columns of The Accountant will 
be found very useful in this work. They contain a veritable 
mine of information upon the subject and are full of stimulating 
criticism of evident defects in published accounts. The principal 
factors involved in the problem of deciding whether to issue 
separate accounts of subsidiary companies or consolidated 
accounts were briefly discussed in an article in The Australian 
Accountant for March, 1939, and in particular the question of 
different balancing dates of the hoiding company and its sub- 
sidiary companies was considered. 

With a view to assisting further those of our readers who may 
shortly be called upon to make, or advise upon, the vexed 
question of consolidation, we set out hereunder a list of the 
illustrations of consolidated accounts given in the columns of 
The Accountant during the past two years. 

Those marked with an asterisk are companies in which portion 
of the capital of the subsidiaries is held by outside interests, those 
marked with a cross are cases in which the balance sheets which 
have been consolidated are of different dates. 

Whiteley Stevens (Holdings) Ltd. The Accountant, Vol. XCVI, p. 34. 


Dunlop Rubber Co. Ltd.*X .. . * nN pp. 564-7. 
Morrell Estates and Development 

Cm. 208 << as p. 713. 
Thames Grit and Aggregates Ltd. The Accountant, Vol. XCV II, p. 26. 
Bulmer & Lumb, Ltd. . os s p. 62. 
Tamplin & Son’s Brewery Ltd. om a p. 146. 
Amalgamated Roadstone Corpora- 

tion Ltd. .. rs ‘ p. 178. 
Darlington and ‘Simpson Rolling 

Mills Ltd. F “ee < - p. 271. 
Airé Wool Co. Ltd.X .. .. .. ss - p. 457. 
Stanley Motors Ltd. .. .. .. .. p. 859. 
Joseph Nathan & Co. Ltd.*X <a Accountant, Vol. XCV III, pp. 26-27. 
Mercantile Credit Co. Ltd. .. .. _ » p. 58. 
Imperial Chemical Industries 

|e" Vere Bears ” p. 610 
Selfridge’s Provincial Stores Ltd. - “ p. 722. 
Wiggins, Teape & Co. Ltd.* .. .. uA is p. 758. 
William Mallinson & Sons Ltd. p. 886. 
The Metal Box Co. Ltd.* .. .. The Accountant, Vol. XCIX, p. 61. 
Richard Thomas & Co. Ltd.* .. .. re ” pp. 97-99 
Armstrong Shock Absorbers Ltd. = ” p. 310. 
Strand Electric Holdings Ltd. .. 2 »  p. 344. 
Birmingham Small Arms Co. Ltd. " »  p.617. 


Birmid Industries Ltd. .. .. . ‘i aa p. 783. 
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Reserve Funds 


Two Sydney correspondents have added interesting comments 
to the discussion in the April and May issues on the interpretation 
of Section 109 of the N.S.W. Companies Act. A.C.C. says :— 

Regarding the question in your April issue about the require- 
ments of Sec. 109 of the N.S.W. Companies Act, 1936, I support 
P.C.L. in his view that because a trading company, with a reserve 
or reserve fund in its accounts, may have at the same time an 
investment in, say, Australian Consols, it does not necessarily 
follow that the said investment represents, in whole or in part, 
an investment of the reserve. Nor does the nature of the 
security in itself determine whether the investment is, or is not, 
one outside the business. I submit that if a fund, representing 
a reserve, is to be invested outside the business, the funds available 
for the purpose should be earmarked as funds belonging to a 
reserve, and be invested in a manner as would prevent the 
directors from realising the investment and using the proceeds 
for making payments other than for the purpose of maintaining 
the reserve. 

If the investment is intended to be one outside the business, 
it must not be capable of being dealt with in the ordinary course 
of the company’s business. By means of a trust deed, or other 
device, a restriction should be imposed upon the directors so that 
the investment concerned could only be dealt with as an invest- 
ment of a specific fund, according to the terms of a deed, or a 
resolution, made by the owners of the fund (the shareholders). 

A merchandising company had: 

Capital .. .. .. .. £800,000 Among other Assets 

General Reserve .. £300,000 Australian Consols, £250,000 
As the investment of £250,000 in Consols had been made in the 
ordinary course of business, and had not been earmarked as a 
reserve fund investment, and further, as no restriction had been 
placed on the directors in regard to their dealing with it, the 
auditor contended that it was an investment “in the business.” 
The Board, however, acting on legal advice, maintained that only 
one-sixth of the reserve was invested “in the business.” In this 
regard, the advice they had was that, as investing in Consols was 
not a fundamental part of a merchant’s business, an investment 
in such securities was not “in the business.” That opinion 
prevailed. 

A financial critic who was consulted on the matter expressed 
the view that the reserve was represented (as to five-sixths of it) 
by outside investments and that the fact thereof was obvious to 
all who read the accounts. 

The company had for years past paid dividends of 10% p.a., 
but owing to competition, trading profits were curtailed and as 
the Consols yielded less than 4% p.a. the directors decided to 
realize the investment and apply the proceeds in reduction of 
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capital by £250,000. By doing so they would be able to maintain 
10%. 

This transaction was duly carried into effect. 

The balance sheet, before the return of capital, was accompanied 
by a statement to the effect that one-sixth of the reserve was 
invested in the business, which of course implied that the £250,000 
in Consols represented the other five-sixths. 

What is the position then when the investment is realised and 
the proceeds paid to shareholders? Would not that be a distribu- 
tion of accumulated profits (reserve) and not a repayment of 
capital ? 

On the other hand, if the payment to the shareholders can 
rightly be deemed to be a return of capital, it is submitted that 
the statement by the directors (that the said investment was part 
of the reserve) was untrue. 

In any case, what protection is afforded shareholders by such 
a statement, if in it the directors could imply that the reserve was 
intact in Consols and then, by subsequent action, treat the invest- 
ment as one of capital funds without there having been any formal 
transfer? And furthermore, what will be the attitude of the 
directors when the next balance sheet appears showing reserve 
£300,000 and the fund previously said to represent five-sixths 
of it, non-existent? 

What is sought to be brought out in this note, is that if an 
investment of a reserve is to be made outside the business it must 
satisfy two requirements: 

Firstly: The funds for investment must be capable of being 
identified as the funds represented by the reserve. 

Secondly: The investment must, in fact, be placed outside the 
business by some specific act, performed by the company for that 
purpose. 

An arbitrary decision by the directors, that this or that invest- 
ment is not in the business would not be sufficient. 

S.G. writes: 

The interpretation of Section 109 of the New South Wales 
Companies Act, 1936, and its counterparts in Companies Acts 
of other States, presents an opportunity for some clear thinking 
by accountants. The material terms in the section are “reserve 
fund” and “business.” Though both words appear in other 
sections of the Companies Acts, no attempt is made to define their 
meanings for the purposes of the Acts. 

The words “reserve fund” have not an accepted meaning to 
accountants themselves. Some authorities apply the term to the 
actual investment whilst others apply it to the specially appro- 
priated part of proprietorship interests. Then we find a further 
confusion of thought when an attempt is made to distinguish 
between “reserves” and “reserve fund,” especially when portion 
of the company’s property is invested in some liquid form. The 
issue is being avoided by attempts to use terms such as “pro- 
visions,” “‘accruements” and the like. 
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There seems to be a conception that if a company’s funds are 
represented by assets of a nature not applicable to its dominant 
object that such are not employed in its “business.” The suggestion 
that moneys are invested outside a company’s business leaves one 
to imagine that there is some account other than the balance sheet 
from which this state of affairs is to be seen. 

To the uninitiated, in accounts, there is the excusable idea that 
the moneys have been taken away. “Business” surely has, so 
far as companies are concerned, the meanings — undertaking, 
enterprise or trade. If these are its meanings in the ordinary 
sense then all funds of a company, whether called reserves, 
reserve funds or provisions (not smallgoods) are used in its 
undertaking, enterprise or trade. 

I am not attempting to say what the section does mean, but 
I do submit that until the meaning of the material terms of the 
section—‘reserve fund” and “business” are settled, most opinions 
are conjectures. 

There is an application of the section which I do think 
savours of soundness and that is, any attempt by a company to 
describe its uncalled capital, its unissued capital, unpaid debenture 
capital or the like as reserves would be a contravention of this 
section. If the section is read from that aspect, then it becomes 
more readily understood. 





Articles in Overseas Journals 


The Accountant— 

March 25, 1939.—Leading Article on Agreements in Restraint 
of Trade; Office Organisation—XI, by C. R. Curtis. 

April 1, 1939—Leading Article on Agent’s Commission— 
Contract Falling Through; Experience, Research and Specu- 
lation in Accounting, by S. W. Rowland. 

April 8, 1939.—Balance Sheets and Profit and Loss Accounts, 
by R. Kettle. 


Accountancy— 
April, 1939.—Limited Audits, by S. W. Rowland; Expert 
Evidence by the Accountant, by a Barrister; The Accountant 
as Company Director, by F. S. Bray. 


The Certified Accountants’ Journal— 
April, 1939.—Punched Card Accounting, by R. T. Pinney. 


The Canadian Chartered Accountant— 

April, 1939-—The Accounts of a Small Oil Refinery, by 
Milton Howard; Differential or Marginal Costs, by R. G. H. 
Smails; The Supervision of Accountants’ Reports, by Stephen 
Chan; Prepare To-morrow’s Statements To-day, by Paul 
Kellogg. 
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The Journal of Accountancy— 


April, 1939.—Accountants’ Responsibility for Inventories, 
being part of evidence of expert witnesses, at the hearings of 
the Securities and Exchange Commission ; The Uses of Theory, 
by A. C, Littleton ; Local Government Accounting and Auditing, 
being a Statement by the Special Committee on Governmental 
Accounting, appointed by the American Institute of Accoun- 
tants. 


The Accounting Review— 

March, 1939.—Recent Trends in Depreciation Decisions, by 
Perry Mason; The Application of Governmental Accounting 
Principles to Practice, by Ira N. Frisbee; Auditing Instruction 
by the Laboratory Method, by T. W. Byrnes; Capital and 
Surplus in the Corporate Balance Sheet, by James L. Dohr; 
Practical Problems in Governmental Accounting, by G. D. 
Bailey. 


The Cost Accountant— 


March, 1939.—Factory Organisation and Management, by 
G. E. Still. 





Adjustment v. Control 
By L. J. SHort 


I have followed with considerable interest the discussion in the 
journal under this heading, and without resorting to any dictionary 
for support, I feel that neither of these terms is satisfactory for 
the purpose for which they are used by accountants. The use 
of the “adjustment” implies some further entries in the account 
before it completely fulfils the objective for which it was raised, 
but this position does not obtain in practice. An adjustment 
account, I feel, should be raised only for the purpose of receiving 
adjusting entries. If there are no such entries, then the account 
cannot be termed an “adjustment” account. 

An example of, in my opinion, an account to which the term 
adjustment could be properly applied is one which I use in my 
own accounting system and which I call “Cheques Stopped 
Account.” Quite recently several of a batch of cheques went 
astray, and we did not discover the fact until some weeks later 
when we received a further statement from each of the creditors 
concerned. Having stopped payment of the cheques and issued 
fresh ones, some adjustment in the accounts was necessary. The 
transactions were covered by debiting bank and crediting cheques 
stopped account, and debiting the fresh cheques to that account, 
clearing it. 

The term “adjustment” undoubtedly refers to something which 
has been, or is to be, “adjusted.” And when something has been 
correctly “adjusted” that is the end of it. The matter is closed; 
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finalised. Therefore, I contend that an “adjustment” account 
should show no balance. The adjusting entries should close the 
account, as they do in my cheques stopped account. 

So far as “Control” is concerned I should say it has no 
stronger claims for adoption than has “adjustment.” We can 
control a motor car, and perhaps a child, but how can we, for 
instance, “control” a sales ledger? We can, of course, watch it 
with furtive glances during office hours, and lock it up at night 
(which is more than most of us can do with our children). 

Apparently the only way in which a sales ledger can get out of 
hand is for the total amount of its debit balances to exceed that 
which the business is capable of financing, and this prodigality 
cannot be controlled by a “control” account. The account will 
undoubtedly apprise us of the position, but it will not, of itself, 
correct it. Only the sales department or the credit manager, or 
both of them, can do that. 

I consider that “Summary Account” is the proper designation 
for accounts of this kind. The entries in these accounts, after all, 
are only summarised totals of individual entries. 





Book Reviews 


Accountancy Part I: S. W. Rowland and B. Magee. Gee & Co., 
London, 1938. Pp. xii + 451. Price 13/6. 


The publication of the Third Edition of this useful book four 
years after the First Edition indicates that it is serving the purpose 
for which it was designed, viz., as a text book for students up to 
the Intermediate stage. 

The First Edition attracted attention mainly because it repre- 
sented the first English work to adopt the modern approach to 
the study of the subject, which commences by giving the student 
an indication of the purpose of accountancy procedure. This 
method, which has been employed by leading American writers 
and instructors for many years, and which was adopted in the 
teaching of accountancy at the University of Melbourne in 1932, 
is generally acknowledged by those instructors and students who 
have used it to be the most satisfactory approach to the subject. 

The book goes beyond the requirements of the Intermediate 
Examinations of the Institute, the sections on the Interpretation 
of the Balance Sheet, the Place of Accounts in Management and 
Control, and the Maintenance of Solvency being particularly 
valuable, as they direct attention to the more interesting and 
valuable side of accountancy. 

In the Third Edition the explanation of difficult points has 
been expanded, and some clarifications have been added to those 
included in the Second Edition. The authors are lecturers in 
accountancy at the London School of Economics. 


G. E. FirzGEeracp. 
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Company Law Amendments effected by The Companies Act 1938 
(Vic.). John Bloomfield, tu.s. The Law Book Co. of 
Australasia Pty Ltd., Melbourne, 1939. Pp. 91. Price 8/6, 


This useful handbook is a summary of the changes effected 
by the new Act, which came into force on May 1. The first 
chapter is devoted to a brief narrative of the nature of the reforms 
introduced, and the remainder of the book to the specific amend- 
ments, arranged according to subject-matter. One short chapter 
contains a summary of the Sections of the Act which have 
especial reference to Proprietary Companies. The arrangement 
is convenient and the book will undoubtedly be a most useful 
means of quick references to the many changes in the law 
relating to matters which have daily to be attended to by 
accountants, auditors and company secretaries. 


The narrative comment is on the whole favourable, or at least 
tolerant, towards the novel features of the Act which have 
aroused criticism in certain quarters, and due weight is given 
to the weaknesses of the old law and the abuses which were 
possible thereunder—a point which is in danger of being over- 
looked in current discussions of the Act. Mr. Bloomfield 
expresses some doubt, however, as to the wisdom of the provision 
regarding the accounts of holding companies, and he envisages 
some difficulties because of the fact that companies in the same 
group are often obliged by seasonal requirements to balance at 
different dates. These difficulties have been faced and overcome 
by many holding companies in England and U.S.A. (see the list 
of some of the English companies on page 306 of this issue), 
and there is no reason to believe that Australian accountants will 
not be competent to deal with them satisfactorily. His comment 
that “‘a consolidated balance-sheet would ignore the fact that a 
subsidiary company is a separate legal entity and alone responsible 
for its own debts” appears to me to overlook the fact that the 
consolidated statement is intended as supplementary information 
only, serving to throw further light on the financial position 
of the holding company as shown by its own balance-sheet. One 
might quote in reply the opinion of an English authority of the 
highest standing—Mr. F. R. M. de Paula: Principles and Practice 
of Auditing, p. 354:—“No holding company that has issued 
consolidated statements would testify that the company had 
suffered thereby in any way”; and again, at p. 347 (dealing with 
an analogous point), “Accounts are prepared for laymen to read, 
and everything should be done to make these documents as clear 
and simple to understand as possible, and with this end in view 
the writer is willing unblushingly to depart from accepted 
theory.” 

A. A. FIrzGERALp. 
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The Australian Companies Acts, Supplement No. 1. N. G. 
Pilcher, A. H. Uther, and W. J. Baldock. Editor for 
Victoria, J. B. Tait. Butterworth & Co. (Australia) Ltd., 
Sydney, 1939. Pp. 202 (including 102 pp. index to the 1938 
Victorian Act). Free to purchasers of the main volume. 

This supplement brings right up to date the main volume 
which was published in 1937. It is so arranged that the additional 
annotations of the Australian Acts can easily be read in 
conjunction with the annotations in the main volume. These 
additional annotations cover nearly 80 pages and refer to more 
than 300 cases. The supplement contains also a comparative 
table of sections of the Victorian Companies Act 1938, the 

Victorian Companies Act 1928 and the New South Wales 

Companies Act 1936, and by meas of this table the annotations 

in the main volume and in the supplement are made applicable 

to the new Victorian legislation. The index to the Victorian 

Act is clear and comprehensive. 

A. A. FitzGERALp. 





Butterworth Taxation Service. J. A. L. Gunn, Editor. Butter- 
worth & Co. (Australia) Ltd. 

The May issue of the Income Tax Laws of Australia Service 
and Reports, which completes the four services for the July to 
May term, is a particularly interesting issue. It includes a copy 
of the publication Commonwealth and State Income Taxes for 
the Financial Year 1938-39, published by direction of the Hon. 
R. G. Casey, Commonwealth Treasurer, by Mr. R. Ewing, late 
Commonwealth Commissioner of Taxation, reports of 33 recent 
Australian tax cases, an index to the Service and Supplement, 
numerous additional annotations to the Federal and State Acts, 
and the new legislation in Western Australia and Queensland. 

The Editor, Mr. J. A. L. Gunn, and the reporters for the 
various States have done their work with their usual clarity and 
thoroughness. A service of this type is indeed in a very real 
sense indispensible to accountants, and even the most cursory 
examination of the vast quantity of material which goes to make 
up the service each quarter prompts the reflection that, fortunately 
for our peace of mind, the bad old days are gone for ever when 
accountants had to search for themselves through acts, regula- 
tions, orders and legal decisions for the information which they 
needed constantly for their taxation practice. The publication 
by Mr. Ewing, which is included in the Service, contains a most 
interesting set of tables showing the total Commonwealth and 
State taxes payable by various classes of taxpayers at various 
income levels. 

For this Service, the publishers and their editor have earned 
and are continuing to earn the gratitude of accountants through- 
out Australia. 

A. A. FITZGERALD. 
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The Gantt Chart. Wallace Clark. Pitman (our copy from Tait 
Book Co. Pty. Ltd., Melbourne), London, 1938. Pp. xvi 
+ 158. Price 7/6. 


In a foreword to this book, Mr. B. Seebohm Rowntree says 
that “it should be on the shelves of every technical library; but 
an up-to-date employer will decide to keep a copy on his own 
shelves as well.” The book is a description aud explanation of 
the various types of chart developed by Henry L. Gantt as 
an aid to the solution of specific business problems. The 
explanation is greatly assisted by practical illustrations of the use 
made of the charts by both small and large businesses in Great 
Britain, The basic principle of the Gantt chart is that a division 
of space on the chart is made to represent a division of time, a 
scheduled amount of work and an amount of work done. 
Particular applications of the principle are described, such as the 
Machine Record chart, the Man Record chart, the Layout chart, 
the Load chart, the Progress chart and the chart for Executive 
Direction. The examples are drawn from the iron and steel, 
engineering, chemical and continuous processes, mining and 
quarrying, Government and national, lumber, leather, printing, 
and several other industries. They are clearly drawn and well 
illustrated and the whole treatment of a fascinating subject is 
marked by reasoned enthusiasm for the methods described, rather 
than a blind faith in their infallibility and comprehensiveness. 
Thus whilst Mr. Clark believes that the Gantt chart “is one of 
the most notable contributions to the art of management made in 
this generation,” he insists also that “the reader should not get 
the idea that this book presents a complete method of manage- 
ment; it merely explains a part of such a method.” Avs to the 
practicability of the methods described, it is significant that such 
an experienced and successful business administrator as Mr. 
Seebohm Rowntree should say, as he does in the Foreword, that 
the book “deals with a method of improvement which has proved 
successful in literally thousands of cases.” 


A. A. FITZGERALD. 


Applied Time and Motion Study. Walter G. Holmes. Ronald 
Press, New York, 1938 (our copy from Tait Book Co. Pty. 
Ltd., Melbourne). Pp. ix + 335. Price 26/6. 

The author of this book is Time Study Engineer to the Detroit 
Timken Axle Co., and he has had extensive practical experience 
in time and motion study. He has also written many articles on 
the same and related subjects for technical magazines and for 
Alford’s Management Handbook. The first part of the book, 
covering seven chapters, deals with the objectives of time and 
motion study, the influences on the operator, and the qualifications 
and equipment of the analyst. Four chapters are then given to 
time study methods and the remaining seven chapters to motion 
study. The illustrations, which are numerous, include practical 
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examples of time and motion study and several standard times 
based on extensive observations for performing elementary 
motions. 

The dominant theme of the book is the search for operating 
economy, but the human factor and the necessity for obtaining 
co-operation between analyst, foreman and operator is not over- 
looked. In fact, one of the most interesting chapters in the book 
is one which deals with the study of the causes and avoidance 
of fatigue. Altogether, the volume is by far the most thorough 
treatment of the subject that we have yet seen. 

A. A. FItzGERALD. 





Budgeting : A Preliminary Survey — II 
By R. A. HIcKIN, A.1.C.A. 


In the May issue of the Journal, the Sales Budget, together 
with the Selling Expense and Advertising Budgets, were con- 
sidered. It is now proposed to complete this preliminary survey 
by a discussion of the Production and other budgets which require 
attention after the sales for the budget year have been determined 
and the selling expense outlay and advertising appropriations 
decided upon. 

The first consideration is the Production Budget, but before this 
can be attempted an analysis of the sales, or, in other words, a 
break-down of the sales budget for the full year, must be made. 

In most manufacturing concerns throughout Australia there is 
a central production unit responsible for production to fill the 
requirements of trading in all parts of the Commonwealth. In 
others, provision is made for the needs of the larger States to be 
supplied from local manufacturing plants which are so designed 
as to capacity and staff that they are adequate only for the 
district or territory covered with a margin for contingencies. It 
is readily seen that in the latter case a dissection of the sales for 
the Commonwealth into certain territories is essential, as the 
determination needs to be made whether the local units are 
sufficiently staffed and equipped to produce the volume of turn- 
over contemplated in the Sales Budget. It is equally necessary 
that such a break-down be made in respect of the turnover of a 
business with only one central producing unit, though the reasons 
may be less obvious. It is apparent in many industries, however, 
that sales volumes as between one territory and another do not 
necessarily have direct and equal relation to the population. 
Economic factors, or a different social scale (a useful but odious 
expression), often have a bearing upon the relative sales in 
different places. For this reason it is apparent that the greater 
the preliminary enquiries along such lines, before the Sales- 
Budget is finalised, the more likelihood is there of accurate 
forecasting of sales. It is desirable for this reason, that the 
break-down be made before the Sales Budget is finalised so that 
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the results of the enquiry may be used in compiling the estimates, 
rather than in merely dissecting them afterward. 

The type of Production Budget necessary for a concern 
operating two or more production units, is necessarily more 
complicated than for a single factory or works, even though the 
actual output through the latter may be greater than the combined 
output of the former. In the present article it will be assumed 
that a single production unit is under consideration, but the 
principles laid down apply equally to the other type of concern 
mentioned, 

The total Sales Budget shows the expected turnover for the 
whole year, expressed in terms of units or groups of units, with 
the value of each shown and totalled. But before this can have 
real value for estimates of production costs, it needs to be broken 
down into months, and perhaps into territories, as indicated above, 
so that the factory may have its work allotted in ample time for 
the volume of production necessary to fill orders from time to 
time to be ensured. It follows that the apportionment of the total 
sales estimate over the months of the year must be very carefully 
made so that the manufacturing processes may be carried out 
with the maximum of economy. 

The first step is to collect evidence from sales records of past 
periods, bearing in mind any variable conditions which may have 
increased or adversely affected the turnover in any particular 
month, and the probable effect of such and other similar factors 
upon sales during the period covered by the budget. It goes 
without saying, that, in such an enquiry, the products should 
be considered individually, as certain factors may operate during 
some months in respect of a particular line which would have no 
effect upon others. These seasonal influences bear very largely 
upon such lines as, for instance, certain toilet requisites, such as 
lip-sticks, face-powders, etc., while they have little or no effect on 
the sales of toothpastes, hairbrushes, and so on. The importance 
of recognising these seasonal fluctuations and applying them to the 
budget for the lines concerned will be apparent without further 
emphasis. 

A further factor is the effect of advertising during the period 
surveyed. It may be found on investigation that the expenditure 
on advertising in respect of particular lines was concentrated in 
a period less than the total year, in order to secure a good follow- 
up, or that the expenditure was greater in some months than in 
others, for various reasons, and the probable effect of these 
variations upon the sales figures month by month must be 
estimated and the actual sales figures adjusted accordingly. This 
forms a good illustration of the value of determining in detail, 
the manner in which the advertising appropriation is to be spent, 
prior to the commencement of the budget year, and, indeed, before 
the budgets are passed in their final form. If the officer responsible 
for breaking down the total sales budget into months has the 
advantage of possessing detailed figures and facts relating to 
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proposed advertising expenditures, allocated seasonally and terri- 
torially for the whole of the budget year, he is able more scien- 
tifically to determine the sales of each line or group of lines which 
may be expected from month to month. The class of advertising 
proposed will also have some bearing upon the sales response 
during particular periods, as experience has proved that the effect 
of certain classes of advertising is immediate, while that of other 
types is not less notable, but less instantaneous. 

Having made himself familiar by means of internal statistics 
and the advertising appropriation, with the factors more directly 
bearing upon periodical turnover, the officer responsible will now 
direct his attention to external conditions, such as competition, 
and the general trend of the business cycle. Competition is a 
comparatively elusive factor, as far as its probable effect at 
various stages of the year is concerned, and it is not possible to 
do more than to indicate in a general way the desirability of 
considering the factor fully in its relation to particular conditions. 
The general trend of prosperity may, however, be gauged with 
considerable accuracy. Use should be made of the various tables 
of statistics and indexes prepared by the banks and other interested 
bodies, on the condition of trade and finance. An expert examina- 
tion of such figures will do much to eliminate the factor of chance 
in budget preparation. They may indicate that certain tendencies 
are to come to a head at an approximately determinable time in 
the budget year, or that a present trend in one direction or another 
may be expected to continue at an equal, accelerated, or reduced 
rate. In view of the trends indicated by these sources of informa- 
tion, the progressive sales budget may be modified to bring it into 
line with actual conditions, in so far as they may be foreseen 
some months in advance. 

We are now in possession of complete sales figures for the 
whole year, divided into months to enable the production pro- 
gramme to be formulated. These figures will form the basis of 
the Finished Goods Budget, after allowance has been made for 
stocks at the beginning and end of the period, and for the 
manufacture of requirements at least one month, in some cases 
more, before they will be required according to the estimates. 

The Production Budget, however, comprises much more than 
a mere list of quantities of each product required for sale. It 
contains several complementary schedules, the chief of which 
are: 

Materials Budget. 

Labour Budget. 

Plant Budget. 

Manufacturing Expense Budget. 

Although these are referred to quite commonly as budgets, they 
may more properly be regarded as component parts of the Pro- 
duction Budget, the purpose of which is to present cost figures 
related to the volume of business forecasted in the Sales Budget. 
The Materials Budget requires most careful attention, for upon 
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the figures it provides will be based not only the relative portion 
of the Cost of Goods Sold, but the purchases of the manufacturing 
materials sometimes months in advance. Often the compilation 
of this budget requires extensive calculations, especially where 
several processes are necessary before the final product emerges. 
The first step is to determine what partly-finished stock or goods 
in process, together with raw and packaging materials used in the 
final process in each case, will be required to produce the volume 
of goods required for sale. This procedure will then be applied 
to each of the manufacturing processes in inverse order, reaching 
at last the primary process for each product. The result will be 
the total volume of raw materials required to produce the stock 
needed according to the Finished Goods Budget. A point which 
must not be overlooked is normal wastage incidental to each 
process. The best method is to take the actual yield from each 
process as revealed by past cost reports, and calculate the quantity 
of each raw material as a percentage on the yield. In this way 
wastage will automatically be provided for. 

The Labour Budget requires somewhat similar treatment. An 
important consideration is concerning idle hours, waste time due 
to plant break-downs, holiday and sick pay, etc. First of all, the 
actual time taken to produce the goods, process by process, must 
be calculated, and carefully verified from past records. To this 
figure the normal waste time due to change over from one job to 
another, also while plant is being cleaned and serviced, together 
with the probable idle time due to the fact that the time of skilled 
and unskilled workers may not be fully occupied in producing the 
volume of production contemplated, must be added. Then the 
actual cost of the labour required, bearing in mind the increasing 
ages of employees below the age at which they should receive 
the basic wage, and the amount of skill necessary in certain of the 
workers, must be calculated in respect of each class of product. 
The resultant costs of labour per unit or standard group of units 
should be compared with the cost for the present and past financial 
periods, related to the volume of production in those periods. 

The Plant Budget next requires attention, and in this con- 
nection it is essential that a proper system of recording purchases, 
depreciation, sales and retirements of plant be in operation. The 
requirements of an adequate plant record will be dealt with when 
the Production Budget is considered in detail, and here it will 
suffice to say that the record should show, in respect of each item 
of plant: 

Where and when purchased. 

Purchase price, plus duty and charges. 

Expected life in years. 

Depreciation rate per annum. 

Where located in factory or works. 

The actual depreciation charged during, and the depre- 
ciated value at the end of, each year. 

The Plant Budget depends for its effectiveness upon the 
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keeping of such a record, and where one is not already in use it 
should be installed before the budget is proceeded with. It will 
furnish a reliable source of information, and the officer in charge 
of the Production Budget will be enabled to ascertain the present 
value of the plant, item by item, the depreciation to be charged 
during the budget year, whether any items will be fully depreciated 
during the year, the necessity for replacement of obsolete plant, 
and so on. 

He will also require to plan for new plant in respect of any 
innovations contemplated, the scrapping or sale of plant which 
is no longer required, and other matters which will require 
attention in practice. 

The next step will be to relate the cost of depreciation, repairs, 
etc., to the particular processes concerned, and if it is proposed 
to absorb the cost of idle plant in manufacture, to calculate the 
unit cost in terms of quantity of each line which it is proposed to 
produce, from the figures thus ascertained. Correctly viewed, 
however, the cost of idle plant is not a manufacturing expense at 
all, but should be shown under a separate heading in the Profit and 
Loss Account. In any case, it will be required to ascertain the 
sum involved to enable the correct provision to be made in the 
budget. 

The final budget to be considered in relation to the complete 
Production Budget is that for Manufacturing Expense. This 
will include, usually : 

Supervision. 

General Factory Labour. 

Power and Light. 

Factory Insurance. 

Factory Rent. 

Miscellaneous Factory Expense. 
For a full consideration of these items the reader is referred to 
the present writer’s article, “A System of Production Costs,” 
which appeared in the April issue of the Journal. The various 
bases of allocation to be adopted in respect of each class of 
expense is considered and discussed, and that section of the article 
will form a useful introduction to the task of budgeting for this 
expense. It is unnecessary here to go into further detail. 

Having followed the procedure indicated above, the officer in 
charge of the preparation of the Production Budget will now be 
in possession of complete figures to enable him to prepare his 
estimates in summary form. He will relate the total proposed 
production to the total of each expense involved, and the result 
will be a cost per group of units of each product, thus providing 
the figure for Cost of Goods Sold for the complete Forecast of 
Expense and Earnings. 

THE PurcHASE BUDGET 


The Purchase Budget of a manufacturing concern is a com- 
paratively simple schedule, although in a large concern manu- 
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facturing many different products it may represent a considerable 
expenditure of clerical labour in its final form. It will contain, 
in the first part, a list of the raw and finishing materials required 
to produce the estimated requirements from the works, showing 
the quantities and price of each used in the estimates. This will 
serve as a guide to the buying department, and it goes without 
saying that any variation from the predetermined prices should 
be notified immediately to the factory administration, the central 
budget executive, and any other interested officers. 

The Master Budget and the Expense and Earnings Forecast 
will usually be prepared for a full twelve months, but it does not 
necessarily follow that the practical purchasing budget of either 
a manufacturing or merchandising concern should cover the full 
period. Indeed, under most conditions, it is not desirable that 
it should. Unless the bulk of the requirements are drawn from 
overseas, or require lengthy periods of production before they 
reach the stage at which they become raw materials for use by 
the manufacturing company, the compilation of the purchase 
requisitions three months ahead will usually be found to allow 
ample time for the buying department to make its purchases in 
the best markets. We are here speaking of the Purchase Budget 
in its final, complete form, i.e., when it is necessary to notify the 
buyers of actual requirements. The purchase estimates will 
naturally cover the full budget period, as otherwise it will not 
be possible to complete the schedule of estimated costs, since the 
raw and finishing materials form a considerable part of the factory 
cost of the goods produced, in a manufacturing concern; and the 
same applies to the stock requirements of a distributing or 
merchandising business. 

Every month, then, the production department will send to 
the purchasing department a list of its requirements for the next 
three months, fully detailed and progressively revised, the actual 
quantities being derived from the total production budget broken 
down into months, and modified in view of actual results to date. 
The principle of budget flexibility is an important one. The 
budget system should be so organised that the business forecasted 
at any time for the balance of the year will take account of actual 
realisations up to the time of preparation. In this way the budget 
will be of real practical value in the conduct of the business, which 
is after all the chief motive and end of business forecasting. 

The Purchasing Budget of a distributing or merchandising 
concern naturally presents difficulties which are not usually 
associated with the purchasing budget of a manufacturer. There 
is such a wide variety of merchandise in modern business, and 
the changing fashions introduce such complex considerations, 
that it is seldom possible to determine for even such a short time 
as three months ahead, what are likely to be the detailed require 
ments of the business. But at the time of preparing the annual 
estimates the approximate margin of profit on the various classes 
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of merchandise will have been determined, and with this figure 
available when buying ahead for a season’s requirements, the 
purchasing department should be able to determine what lines 
are likely to yield the required profit, and those that are best 
avoided. It is, of course, impossible to particularise to as great 
an extent in the Purchasing Budget of a distributing or merchan- 
dising concern, as in that of a manufacturer, because the latter 
knows at the beginning of the year the exact materials he will 
require to guarantee his output, while the former has to 
contend with the factors of change mentioned above, and has 
in consequence to be satisfied with an approximation. But 
experience in budgeting for such concerns will do much to 
minimise the uncertainty associated with this class of forecasts. 

The Purchase Budget must also cover plant and stores required, 
and the use of adequate records for these items will enable the 
requirements to be notified to the purchasing officers in ample 
time for installation and use. 


THE Lasour BupDGET 


This is the last of the schedules requiring attention as com- 
ponents of the Production Budget. Its scope naturally depends 
upon the nature of the business, and in a large corcern the careful 
preparation of estimates of labour required from time to time 
will do much to eliminate loss. 

The Labour Budget has two principal purposes. These are: (1) 
To enable the employment of the labour as and when required; 
and (2) to provide a labour cost schedule for the Financial 
Budget. 

This latter requirement will be considered when the Financial 
Budget is being dealt with. 

The first purpose of the Labour Budget is to enable the employ- 
ment of labour as and when required. It will cover, inter alia: 


Factory supervision and labour of operatives. 
Office and general clerical workers. 
Warehouse staff. 

Sales staff, internal and external. 

The Production Budget is concerned only with the first of 
these, and in a ‘arge factory or works it may be a document of 
considerable length. It will specify the number of unskilled 
workers, and the number and grade of skilled workers, required to 
carry out the production programme. It will provide for rates 
of pay for each class of employees, enabling the preparation of 
the labour cost schedules referred to above. Holidays and normal 
idle time will require consideration, as these are permanent 
features in any labour programme; but delays due to strikes 
and other contingent developments are in the lap of fate and are 
consequently of such a nature that normally they cannot be 
provided for. There will always be some factors affecting pro- 
duction or distribution which are not contemplated when budgeting, 
and these must be noted when they occur and their effects recorded 
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so that when the budgets are being compared with actual results 
they will be available to explain discrepancies. 


OFFICE AND GENERAL EXPENSE BUDGETS 


In “A Classification of Trading Expense,” which appeared 
in the January issue, the items comprising the normal office 
expense group were discussed in some detail. The reader is 
referred to that article before proceeding further. 

The compilation of the Office Expense Budget presents few 
difficulties, and a careful perusal of the article referred to will 
help to reduce these considerably. 

Past experience is the most potent factor in the preparation 
of the forecast of office expense. Needless to say, the office 
manager is the proper person to whom the work should be 
entrusted, for only he has that intimate knowledge of the office, 
its equipment and staff, which is essential if the expense would 
be forecasted accurately. His experience will enable him to decide 
quickly upon the adequacy or otherwise of the existing staff to 
cope with the business forecasted, and the routine programme set 
out in the sales and production budgets; and similar remarks 
apply to such expenses as stationery, postage, telephone and tele- 
graph, depreciation of furniture and fixtures, miscellaneous 
charges, and so on. There is no need to go into further detail 
here: a careful analysis of past expense, aided by the experience 
of the budget officer in his administration of the office, will enable 
the Office Expense Budget to be prepared with considerable 
accuracy. 

The above remarks have equal application to the General or 
Administrative Expense Budget. The nature of the business 
determines the items to be grouped under General Expense, but 
usually they will comprise, inter alia: 

Managerial Salaries ; 

Managerial Travelling Expense ; 

Directors’ Fees and Allowances; 

General Rent (though this may be regarded, perhaps, as 
more properly belonging to Office Expense) ; 

Legal Expense ; 

Auditing ; 

General Insurance ; 

Donations and Subscriptions ; 

Miscellaneous General Expense. 

The items requiring the least enquiry are salaries and 
managerial expenses, directors’ fees, and auditing; other items 
are more variable, and the approximate total of each for the 
budget year will need to be calculated carefully. Legal expense 
will include expenses in connection with leases, which may or 
may not be written out over the period of the leases; acquisition 
of real property, trade marks; general documents requiring legal 
attention, and so on. The lease may be for any number of years, 
and the method of charging the expense will be known to the 
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budget officer, so that the plotting of the expense will present no 
difficulty ; there is always an element of uncertainty in connection 
with legal expense, so that, however carefully the calculations 
may be made, it will very often be found that the figure has been 
exceeded, before the end of the budget period. 

General insurance covers insurance of property, fidelity 
guarantees, loss of profits cover, etc., and especially in the latter 
case care will need to be taken to ensure that the cover required 
is carefully calculated and the correct rate applied. 

Donations and subscriptions and miscellaneous general expense 
will be based very largely on past figures, after an analysis of 
these has been made and each item carefully considered in its 
relation to the budget period. 

FINANCIAL BUDGET 

The plans made and recorded in the budgets already discussed 
call for certain expenditures of various kinds and amounts at 
different periods of the year. The purpose of the Financial 
Budget is to determine the adequacy or otherwise of expected 
receipts to meet the commitments for these expenses, the neces- 
sity of providing further funds from other sources, the means 
of investment of surplus funds, and other information more 
directly relating to the particular concern under consideration. 

The first requirement is a monthly statement, in draft form, 
of expected cash receipts from normal sources, based upon the 
break-down of the sales budget into months, and any other 
information in the possession of the budget executive. This 
statement is merely a preliminary draft to enable the adequacy 
of funds from time to time to be determined. 

If the business has not a large cash surplus, it will then be 
necessary to determine what additional funds, if any, will be 
required to finance the budget programme. 

The method of raising such funds will depend upon policy 
and expediency. It may be expedient to increase the capital of 
the company by a further issue of shares, or to raise the money 
by mortgage, debentures, or overdraft. Whichever method be 
adopted, the amount of additional requirements at various stages 
of the budget year will need to be calculated, so that the funds 
will be available as and when required. The original draft of 
cash receipts will then be supplemented by a statement showing 
the further amounts required and the method of raising them, 
and a note made of the cost of raising the money. 

The preparation of the estimated expenditures, month by 
month, must be very carefully made. The statement will usually 
be compiled in tabular form, showing horizontally the months of 
the year, and vertically the classes of expenditure contemplated. 
An illustration of this statement will be provided later, when 
the Financial Budget comes up for detailed consideration. When 
these three statements are co-ordinated, it will be possible to 
determine the estimated cash surpluses from month to month, 
and the method of investing or utilising these to the best advan- 
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tage. The return upon such investments will then require to be 
added to the draft of estimated cash receipts, and then the whole 
of the figures related and presented in summary form. 


Forecast OF ProFit AND Loss 

When the detailed budgets have been completed, it will remain 
to prepare the Forecast of Profit and Loss, the Estimated Balance 
Sheet, and the Master Budget. 

The forecast of profit and loss will be prepared in the same 
form as the periodical profit and loss statements are compiled, to 
facilitate ready comparison with actual figures during the budget 
year. In this connection the reader is referred to the article on 
“Progressive Managerial Reports,” which appeared in the journal 
in December, 1938. The form suggested there followed the 
American method, which, in the opinion of the present writer, 
has decided advantages over the traditional English form. It is 
readily adapted to the presentation of the figures in columnar 
form, which is an important feature under budgetary control. 

In the forecast of profit and loss the subsidiary budgets pro- 
vide the figures required, and it is unnecessary here to go into 
further detail. The only other factor which requires attention 
is income tax, and for this figure the relation of taxes paid to 
profits in past periods will be a useful guide, after the calculation 
of the tax on the basis of the rates which will rule in the different 
States and the Commonwealth for the budget year. 


EsTIMATED BALANCE SHEET 

Here also the American method is to be preferred, for the 
same reason as for the profit and loss forecast. 

The purpose of the Estimated Balance Sheet is to provide the 
management with a picture of the condition of affairs at the 
end of the budget period, if the contemplated sales are realised 
and other things are equal. It should accordingly be prepared 
in considerable detail, so that it may be possible before the period 
ends to make any necessary tentative plans for the ensuing year. 
An estimated balance sheet for the half-year will be useful in 
certain circumstances, especially where it is the practice to present 
half-yearly accounts and pay a periodical dividend. 


THE Master BupGET 

The Master Budget is a summary of all the other budgets, 
including the forecast of profit and loss and the estimated balance 
sheet, in order to present in small compass a complete view of 
the year’s contemplated activities. It bears a close relation to the 
profit and loss forecast and the estimated balance sheet, but dis- 
penses with much of the detail given in those statements. It 
should be revised during the year, if necessary, as actual figures 
are obtained, so that it will be at all times completely up to date. 

It is proposed in future articles to consider each of the budgets 
sketched in this discussion, in considerable detail. The next 
article of the series will deal with the Sales Budget, and will 
be followed by each of the other budgets in the order followed 
above. 
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The Accountant as Statistician 
By A. Ciunzes Ross, B.EC., F.I.C.A. 


At least as much as the follower of any other profession, the 
accountant of to-day must be possessed of many different kinds 
of information. He is, to start with, a mathematician, or, to 
make the claim rather more modest, an arithmetician. In these 
days of mechanical adders (sometimes poisonous!) and calculators, 
that quality is decreasing in importance, but still the accountant’s 
brain must be capable of exact calculation, if only to check 
machine results. 

Next, as all his examination syllabuses tell him, he must, even 
though he does nothing but commercial accountancy, be a bit of 
an auditor with all that the term implies in the way of care, 
accuracy, and general business knowledge. The syllabuses tell 
him, too, that he must be a bit of a lawyer: not a professional 
lawyer, because the Law Society supported by the Courts won’t 
let him, but enough of a lawyer to guide his business round the 
more obvious pitfalls and to know when a solicitor must be 
consulted. 

He must be a bit of a company secretary, an activity which, in 
itself, has little to do with accounts. This particular knowledge 
can help him to be a better citizen by avoiding irritations and 
delay in the conduct, not only of company meetings, but also of 
meetings of clubs, societies, associations, etc. Efficient secretari- 
anism (forgive the word) is a very valuable quality. 

He must be a bit of an economist: not, of course, one of those 
full-time mystifiers of the man-in-the-street, but sufficiently 
acquainted with “monetary theory,” “demand and supply,” 
“overvalued currency” and the rest to translate the mysteries inta 
practical business terms. 

Now we find that he is to be a bit of a statistician. A fully- 
fledged statistician must be heard if his existence is to be believed 
in. He talks fluently about averages of at least four different 
kinds, and then says they are not much good unless duly 
“weighted.” When he mentions “errors,” he does not mean 
mistakes; when he refers to a “mode,” he is not concerned with 
the latest fashions. One fascinating term in which he delights is 
“skewness”; we have all seen things obviously askew and even 
people who were somewhat lopsided physically or mentally; 
statisticians alone measure the skewness of queer-looking curves 
(and not in order to make sure that a suit fits). And what do 
you think of “medians” (not the kind you met in geometry), 
“moment of dispersion” (not the instant when a bomb explodes), 
“co-efficient of correlation” (not unfamiliar in sound to the 
student of physics), “quartiles” and “deciles” (entirely his own 
invention ) ? 

But these mysteries need not be terrifying; they have fairly 
simple meanings when you get into the subject. Some of them 
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seem to be useful mainly as providing fun (“interest” is a more 
dignified word) for the statistician who really enjoys playing 
round with masses of figures and pages of curves. Some of them, 
however, are of real value to business men who start to work on 
their own figures. They soon find they must follow definite and 
somewhat specialised tracks if the figures are to be real guides 
for future activities. 

Statistics start with figures and go on to compare and contrast 
either the original figures or results calculated from them. To 
see how a man may find himself wanting specialised knowledge, 
let us take the sales figures for a series of months of Mr. Zyx’s 
retail store: 

Jan. Feb. Mar. Apl. May June 


999 . .. U2 1316 1682 

1938 . . . 1009 1112 1543 1327 1457 1898 

a 1027 1723 1212 1618 1723 
July Aug. Sept. Oct. Nov. Dec. 

1938 . . . 1523 1577 1412 1460 2012 3512 

1937 . . . 1315 1309 1450 1401 1590 2427 


He can begin his statistical enquiry in the obvious way by 
looking at the changes from month to month and noting reasons 
for figures over or under the average. If a statistician (call him 
Mr. S.) is trying to assist, he may interject: “Stop a moment, 
average of what? Sales for 6, 12, or 24 months?” Mr. Zyx 
will probably say: “Twelve months will do, as that period includes 
variations due to seasonal changes and holiday periods, and, in 
case you want to know when the period is to end, I’m going to 
try December 31.” Mr. S. no doubt would offer a number of 
different kinds of average, but be held back by “the good old 
simple average I learnt at school.” “You are, presumably, refer- 
ring to the simple, arithmetic average, or, as I should prefer to 
call it, the arithmetic mean. It’s not always the most correct, you 
know.” 

Mr. Zyx proceeds to get the total sales for 1938, £19,842, and 
divide by 12, the result being £1,654; his similar calculation for 
1937 gives £1,477. This seems satisfactory, and probably Mr. Zyx 
will immediately rush to calculate the three months’ average for 
1939 at £1,317 and compare it with corresponding figures for 
1938, £1221, and 1937, £1,225. 

But he will stop himself from following that line too far and 
think of comparing individual months with the average. As he 
ticks off June, November, and December in 1938, and the same 
months, as well as March and May, in 1937, as being above the 
average, Mr. S. will, no doubt, remark: “While you are about it 
you might as well put down the deviations from the average. 
That’s only a technical word for ‘differences over or under’; put 
them down for 1938, marking overs + and unders —.” 
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Jan. Feb. Mar. Apl. May June 
—645 —542 —1l11 —327 —197 +244 
July Aug. Sept. Oct. Nov. Dec. 
—131 —77 —342 —194 +358 +1858 


“Hm! They do make November and December stand out. I'll 
have to try to improve the poor months.” 

As a check on his average calculation, he adds the overs to 
make 2460 and the unders to make 2466. They should be equal, 
but the fact that the average is an approximation explains the 
discrepancy. 

Mr. Zyx has an idea that his acquaintance with percentages in 
other directions might make it useful to see the individual figures 
as percentages of the average. Mr. S. immediately points out 
that the simplest way of doing this is to adopt the index idea (not 
the one found at the end of books, nor even the one met with in 
algebra). “Take the figure representing sales (or anything else) 
at some suitable time or for some suitable period as base or 
standard and replace it by 100. Then work out what other figures 
representing sales (or any other matter under consideration) 
would be if the standard is 100.” The results for the sales in 
1938 are: 

Index of 1938 Monthly Sales, using arithmetic average of sales 
for 1938 (£1,654) as base equated to 100. 


Jan. Feb. Mar. Apl. May June 
60°4 67:2 93-9 80:2 88-1 114°8 
July Aug. Sept. Oct. Nov. Dec. 
92:7 96:0 85-4 88-3 121-6 212-3 


These figures differ from the deviations in that they are really 
ratios—not differences. The deviations told Mr. Zyx the amounts 
he had been missing or making up as compared with the average 
(for the present he is not concerned with the question whether 
the average is really satisfactory). The indexes gave him an 
indication of the extent of the extra effort he should put in in 
poor months in order to avoid the danger that good months of 
the past may not be good in the future. 

Suppose now, Mr. Zyx has heard something about the useful- 
ness of ratios between certain balance sheet and revenue items as 
indicators of the position of the business and thinks at once of the 
ratio of sales to outstanding debtors and bills (“receivables,” as 
the Americans would call them). He realises that this ratio is 
an indicator of the extent to which customers are paying within 
the agreed period of credits. 

Terms are in his case: a purchase in any month is to be paid 
for before the end of the next. In other words, a purchase on 
(say) July 1 or 31 is to be paid for by August 31, so that the 
period may be anything between 61 and 31 days and he is iaced 
with the difficulty of deciding on an average or standard period of 
credit. The only standard he can use is the arithmetic average; 
so he adopts 46 days. 
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Receivables at December 31, 1938, were £3,712, while total 
sales for the year were £19,842, but Mr. Zyx remembers that he 
worked out average monthly sales at £1,654, so he prefers to 
divide receivables by this figure and obtain the number of months’ 
sales represented by outstandings. A glance shows that they are 
over two months’ sales—a very rough and rather frightening 
approximation. If he wants an exact figure for comparison with 
his 46 day standard, he can either say: £19,842 is 365 days’ sales, 
what period is represented by £3,712? (Answer: 68 days to the 
nearest day). Or, assuming a month is 30 days, say 30 days’ sales 
is £1,654, what period is represented by £3,712? (Answer: 67 
days.) The difference is due to the fact that he is working on 
approximations; sales are not totalled every 30 days. 

When Mr. Zyx begins to be worried about 68 as compared with 
46, Mr. S. may cheer him up by pointing out the averages have to 
be used with care and the sales for November and December were 
well over the average for the year, so that, though the calculation 
of the average was far from useless, any deduction from it must 
be watched. 

Almost every calculation taken from actual affairs is not abso- 
lutely accurate; the calculator—call him the statistician as a mild 
piece of flattery—has to decide to what degree of accuracy results 
are to be worked out. The answer depends on two considera- 
tions: first, that the accuracy of a result must depend on the 
accuracy of the original figures and the greater the accuracy 
asked for, the greater the trouble and, often, the expense of 
obtaining figures. This leads to the second consideration: that 
the use to which the result is to be put may not demand great 
accuracy. If it is to be merely a general guide to management, 
the fact that it is not very accurate is unimportant. Thus, with 
relation to outstandings, the fact that they are 10% over a stan- 
dard would mean better supervision, but for this purpose there 
would be little difference between 9%, 10% and 11%. On the 
other hand, 20% over would be very disturbing and call for 
drastic action. Mr. Zyx’s rough approximation was really as 
useful as the result of the calculation. 

In setting out the figures for sales there was another example 
of approximation: shillings and pence were omitted; no doubt, 
each actual figure was given “to the nearest £,” i.e., any amount 
less than 10/- was omitted; 10/- and over was called an extra 
£. Differences between actual figures and approximations are 
called by statisticians “errors.” In the list of sales no error could 
exceed 10/-. Mr. S. would say no absolute error, by which he 
merely means “actual difference whether over or under.” He 
introduces the word “absolute” because, as Mr. Zyx soon sees, 
the significance of an absolute error depends on the size of the 
figures which are being used. An error of 10/- in amounts about 
£1,000 is seldom important, but the same error in a series about 
£5 might be. So errors are often stated as relative errors—the 
ratio of the error to the figure under calculation—an absolute 
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error of 10/- in £1,000 is a relative error of 1 in 2,000, or 05%; 
10/- in £5 is 1 in 10 or 10%. 

Returning to the ratio of sales to outstanding receivables, Mr. 
Zyx may wish to make the calculation at the end of each month 
and decide that the average monthly sales figure is to be used. 
But, once more, what average? The average for twelve months 
ending on December 31 does not seem to be satisfactory when 
dealing with receivables at (say) May 31. He wants average 
sales for twelve months ending on that date, and Mr. S. imme- 
diately informs him that he wants a moving monthly average. 
“Move the period over which the average is taken by including in 
each calculation the last month and excluding the corresponding 
month of last year.” Thus, the moving twelve months average to 
January 31, 1939, is £19,842 (total for 1938), plus £1,252 (Jan., 
1939), minus £1,009 (Jan., 1938), £20,085; divided by 12. This 
gives £1,674 (to the nearest £). Similar calculations for other 
months give: 

Moving twelve-monthly average of sales to the end of each month. 


Jan. Feb. Mar. Apl. May June 
1938 . . . 1484 1491 1476 1485 1473 1488 
1939 . . . 1674 1691 1703 

July Aug. Sept. Oct. Nov. Dec. 
1938 . . . 1505 1527 1524 1529 1564 1654 


When these are looked at, they show more definitely than the 
actual monthly sales that the business has, with small set-backs, 
been progressing steadily as far as gross sales are an indication 
of progress. In formal language, the trend of sales has been 
almost uniformly upward. 

Mr. Zyx can also find from his books his outstandings at the 
end of each month and obtain clear indications of the effect of 
his collection efforts. He may notice, too, that he would really 
get as much useful information if the averages were stated to the 
nearest £10; that is (for 1938) : 


Jan. Feb. Mar. Apl. May June 
1480 1490 1480 1490 1470 1490 
July Aug. Sept. Oct. Nov. Dec. 
1510 1530 1520 1530 1560 1650 


If he uses these, he introduces absolute errors as follows, overs 
being indicated by + and unders by —, as in the deviations: 


Jan. Feb. Mar. Apl. May June 
at --1 4 +5 3 +2 
July Aug. Sept. Oct. Nov. Dec. 
+5 +3 — 1 +t —t 


The relative error in no case exceeds 5 in 1,500, i.e., 1 in 300 or 
-3%—which is insignificant for his purpose. Total overs are 21; 
total unders are also 21; but this is accidental. In any series 
longer than about 10 items, the net difference would always be 
small. 
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Mr. Zyx turns to another useful ratio: that of sales for a year 
to average stocks—the ratio known as stock-turnover, or simply 
“turnover,” when there is no chance of confusion with the other, 
inaccurate, use of the term as meaning gross sales. This ratio 
tells him the number of times his stocks are, in effect or on the 
average, “turned over” in the year and has obvious importance 
in the control of the amount of capital tied up in stocks. His 
books tell him at once the amount obtained by the sale of his goods, 
but, unless he has a fairly complete costing system, they do not 
tell him what those goods cost him. On the other hand, stock 
records are usually made out on a cost basis and it is obviously 
impossible to get a reliable figure for the rate of turnover if goods 
sold are valued at sales price and are divided by stocks valued at 
cost. It is possible to calculate a figure for cost of goods sold by 
adding to value of opening stocks at cost price the cost of goods 
purchased or produced and deducting the value of closing stocks. 

The first thing to be noted is that the accuracy of this figure 
will depend upon the accuracy with which stocks are measured 
and valued. If, for instance, Mr. Zyx has large stocks of material 
valued at 12/- per ton, it might be difficult to weigh it all, though 
not hard to measure the dimensions of a pile and calculate its 
volume. Are the measurements to be correct to the nearest foot 
or the nearest inch? The decision will depend upon the accuracy 
desired in the result ; suppose measurement is made correct to the 
nearest foot, the /imits of error are 6 inches over or under the figure 
used. This is expressed by saying that a length is (say) 106 feet 


+6 inches. When a number of such measurements are used for 


the calculation of a volume, the limits of error in the volume will 
be a number of cubic inches that can be found by finding the 
maximum volume by using the upper limits in the lengths, and 
then the minimum by using the lower limits. 

If the volume has been found, calculation of weight requires 
a knowledge of the density of the material, i.e., the weight per 
cubic foot. How js this to be found? If the material is entirely 
uniform, one small sample can be used as representative of the 
mass, but if it isn’t, the whole mass must be sampled; that is, small 
quantities must be taken at random from as many different places 
in the pile as is reasonably likely to produce a good figure for 
average density. By weighing a mixture of the samples filling 
a cubic foot, this density can be calculated, but even then the 
material must be packed as nearly as possible as tightly as the 
mass. It might be weighed when packed loosely and then when 


a 


_— 


packed tightly and the density be finally stated as (say) 251 
5 lbs. per cubic foot. Then total weight can be calculated as (say) 
10,256 + 10 tons. Is the error of any importance? We are going 


on to calculate values and the price is stated as 12/- per ton. If 
that is a steady price, the possible error may be worth while noting, 
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by saying that the value as calculated may be £6 too high or too 
low, but, if the price is varying even by ld. a ton, the uncertainty 
introduced by its variation outweighs any depending upon 


inaccuracy in weight. Even a limit of error of ' 50 tons would be 


unimportant, but, in either case, it is pretending to impossible 
accuracy to put down total value as if it were correct to the nearest 
1/-, or even the nearest £10. 


These figures provide an example of a degree of accuracy which 
is dependent not upon a decision to omit for the purposes of 
calculation some figures that are known to be correct, but upon 
the fact that it is impossible to get any greater accuracy. All that 
is known is that the figure used is not less than one figure and not 
greater than another. 

If Mr. S. had been listening to Mr. Zyx’s ideas on accuracy, 
he might interrupt at this point to admit to a curious use of words 
by statisticians. Referring back to the sampling process connected 
with a somewhat mixed pile of material, he would say: “You knew 
that there was in that pile a number of different masses each with 
its own density that could have been calculated separately but you 
proposed to get an average of the whole by sampling. The whole 
group of densities is called a population or a universe; the same 
terms are applied to the whole of any large group of data from 
which sataples of any kind are taken.” Mr. Zyx might reply: “I 
can see the metaphors you use, but really, to call a list of figures 
a population is surely somewhat confusing. I shall have to watch 
you every time you speak of ‘population.’ And to call a set of 
figures a universe is even more ambitious, but I don’t often think 
of the real universe so that won’t confuse me so much.” 

Getting back to Mr. Zyx and his calculation of turnover, we 
assume he obtains from initial and final stocks and cost of produc- 
tion a figure for cost of sales. He still requires a figure for 
average stocks during the year; it would seldom be satisfactory 
to take merely half the total of stocks at January 31 and December 
31, as these would probably be affected in a similar way by any 
seasonal variation: they would probably be both higher or both 
lower than stocks at other times. He will need figures for stocks 
at a number of dates during the year, perhaps once a month; 
perhaps by sampling. This word means in this case, selecting 
some dates when stocks are high and others when they are low. 

He could adopt a weighted average if he knew, for example, 
that stocks taken on March 31 were £10,000 and were reasonably 
steady for two months; that the figure on May 31, £15,000, was 
practically the same as that at February 28, June 30, and July 31; 
while November 30 at £20,000 was exceptionally high; and 
December 31 at £8,000 was close to the value for the remaining 
four months. 

The simple arithmetic average of the four figures (£8,000 and 
£10,000 and £15,000 and £30,000) is £13,250. Mr. Zyx at once 
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sees that this is not correct for the twelve months, because £20,000 
lasted only for one month, £10,000 for two, £15,000 for four, and 
£8,000 for five. 

The weighted average is found as follows: 





1 2 3 Total pro- 
Amount Weight Product of ducts divi- 
(1) & (2) ded by 12 
8,000 5 40,000 
15,000 4 60,000 
10,000 2 20,000 
20,000 1 20,000 
Total “weights” 12 140,000 11,675 








Mr. Zyx once more can understand the metaphor contained in 
the word “weighted.” If a number of figures is to be averaged, 
it often happens that some of them should be considered to be 
“heavier” than others. If a man had a quantity of pieces of iron: 
10 of 7 lb.; 20 of 14 lb.; 5 of 28 lb.; and 20 of 1 cwt. each, 
the average weight of one each of the different kinds of piece 
would be 7 + 14 + 28 + 112 + 4 = 40 bbs. (to the nearest 
pound), but the weighted average of the whole “population” 
would be (7 & 10) + (14 X 20) + (28 X 5) + (112 X 20) 
= 2,730 + 55 (the total of the “weights” ) = 49 Ibs. (to the nearest 
pound). 

So far we have met in the course of Mr. Zyx’s early study of 
his business figures, the following statistical terms: arithmetic 
average; weighted arithmetic average; deviation; index, absolute 
and relative error; sampling; population or universe; trend; 
degree of accuracy. None of them has been very difficult, but 
we can imagine Mr. Zyx’s being interested in what he has found 
out so far, and wanting to see whether any of the other terms 
the statisticians use has any practical importance for him. 





Secretarial Practice 
By P. C. Lane 


Accountants and others who undertake the management of 
investments for a number of interests, often experience difficulty 
and annoyance when they request a company to register shares 
in a name, or in joint names, subdivided into separate accounts, 
each with a distinguishing number or symbol. To illustrate: A 
and B, partners who have considerable investments in their own 
right, also manage various Trusts, Settlements and Investment 
groups, in all of which they themselves are interested and for 
which they buy securities in their own joint names. The constitu- 
tion of these trusts and groups is not material to this discussion, 
nor is the propriety or otherwise of registering the shares in 
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the partners’ names relevant to the issue. A and B, in their 
joint names, purchase, say, 1,000 shares in the “X” Company 
Ltd., in five parcels each of 200 shares, the individual parcels being 
for separate interests. For the purpose of convenience, when 
dealing with the certificates relative to these shares and the 
dividends which may be received from the investment, the said 
partners request the company to open in its register, five separate 
accounts under their joint names, distinguishing each by a number, 
e.g., A and B No. 1, A and B No. 2, A and B No. 3, etc. The 
company may agree to do this, or it may not. Some companies 
readily assent to such a request, but others refuse, stating as the 
reason for their refusal, their contention, that to register shares 
in the manner as requested, would be to contravene the Section 
of the Companies Act which enacts “No notice of any trust, 
expressed, implied or constructive, shall be entered on the 
register... .” 

Apart from the annoyance and inconvenience of having some 
shares registered in one way and some in another, the writer 
submits that in these days of widespread accountancy and secre- 
tarial education, coupled with the influence of the various Insti- 
tutes, there should, at least, be uniformity in dealing with matters 
such as the one raised herein. That is to say: if the registration 
of shareholdings in the style as set out above, be irregular, no 
company secretary should permit it, while if strictly regular, 
it should be done as a matter of course. 

A discussion through the journal on the point involved should 
prove helpful. 

The writer’s own opinion is that the objection raised by those 
who contend that the subdivision of a share account in the manner 
indicated, would be tantamount to entering in the register, notice 
of a Trust, cannot be sustained; that the addition “No. 1 A/c,” 
“A A/c,” “No. 1,” “A,” or such other symbol, forms no part of 
the name of the shareholder, nor can those symbols be deemed to 
give notice of any Trust; that shares registered in the name of 
an individual and divided into several accounts, all belong to 
the same individual, as the mere addition of an account number 
does not create a separate entity. 

Further, it is submitted that the addition of “No. 1 A/c,” “A 
A/c,” or other designating mark is not a circumstance calculated 
to suggest that No. 1 A/c or “A A/c” is a Trust account. It 
might, for many reasons, be convenient for a firm or individual 
to have certain shares kept in a separate account and not mixed 
with other transactions, but in dealing with them by the method 
as described herein, there is nothing to show that the said shares 
belong to Trustees, or that they are held by the firm or individual 
in trust and not simply as agents for the real owners, their 
principals. (See Union Bank of Australia Ltd. v. Murray- 
Anysley & anor. (1898) A.C. 








THE AUSTRALIAN ACCOUNTANT 


Life and Politics in the U.S.A. 


(Being a resumé of a lecture delivered by Mr. H. D. Black, M.xc., 

Lecturer in Economics in the University of Sydney, at the 

Conference Room of the Commonwealth Institute of Accountants 
Sydney, on April 18, 1939.) 


? 


Life in the U.S.A. is very similar to life elsewhere; it has its 
ups and downs. A glance at any graph of business activity will 
show the unevenness of development. 

Americans may not have evolved: that characteristic adjustment 
which Frenchmen have acquired, but there is, nevertheless, an 
American attitude towards life; something distinctive in itself. 
That attitude may be described as “Broad Gauge.” Comparing 
the “Broad Gauge” outlook of Americans with the English out- 
look, the following story, told by The Times, is quoted: A severe 
storm once raged in the English Channel, preventing communica- 
tion between England and the Continent; on the following day 
The Times published an account of the storm under the heading: 
“Storm in Channel—Continent isolated.” 

Formerly the American outlook was: “There exists better land 
further out with great potentialities.” That attitude has been 
altered. The frontier is no longer a physical one; there are no 
great unrealised potentialities as far as land is concerned—new 
potentialities of development depend more now on _ social 
organisation. And the cultural developments in America also are 
unevenly spread, e.g., in schooling, libraries, etc., the South is 
relatively badly off compared with the East or Middle West. 

The South is an area of immensely rich resources, and great 
soil productivity. In the South, uneconomic methods of utilising 
the soil have lowered its productivity. To-day there is a “‘poor- 
white” problem in the South. There has been in America a 
significant redistribution of population. Negroes have tended to 
go to the North, where the opportunities for them are better. 
But the tolerance in America of cultural differences is high: even 
though other conflicts are still bitter—e.g., labour conflicts, not 
only between workers and some employers, but between rival 
unions, e.g., unions attached to the conservative American 
Federation of Labour, and those attached to the Congress of 
Industrial Unions. 

The latter organisation now has a membership of four millions. 
Efforts to reconcile both labour organisations have so far failed. 
Labour as yet has not sought to form a third party. 

Conflicts between employers and employees in America are just 
as severe as elsewhere; it is depressing to Australians to note the 
lengths to which employers will go to organise strike breaking 
Conflicts are just as bitter between rival labour organisations. 

Since 1933, however, during the Roosevelt regime, there has 
been a marked improvement in the balance of power between 
employers and employees in favour of the employees. 
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Turning from group organisations to individuals, Americans 
can “take it” better than Australians, i.e., are less inclined to bridle 
at criticism than we are. The level of criticism has more direct- 
ness; libel laws are looser—they are more inclined to allow 
expression regarding motives underlying the words and deeds of 
those whom they subject to criticism, thus permitting a frankness 
of discussion unequalled in any other part of the world. And 
their papers are more frank and less stereotyped of phrase. The 
level of comment, e.g., in the New York Times, rises to a 
journalistic level equal to any in English for care and accuracy. 
There is nothing in England so direct as you will find in American 
papers, e.g., commentaries on political affairs. They did not call 
a spade “a spade” but “a very large blunt shovel.” 

It is very difficult to say what is the American opinion 
concerning any matter; it is better to say what the opinion in a 
particular region may be. Nevertheless American opinion is less 
stable, particularly about external affairs, than, e.g., British 
opinion. American opinion is unstable, and fluctuates rapidly in 
matters of sympathy. We may be very thankful that Hitler is 
constantly doing things that America dislikes, thereby alienating 
American sympathy. The Americans feel that their job is to 
follow the course that is most likely to benefit themselves; they 
are disinclined to take an impartial view of external affairs. They 
consider that it is not their function to set the world a-right, 
though they incline to lecture the outside world on points of moral 
behaviour in international relations. 

Politically the lines are not clear—America is middle-class, and 
heavily small-town. The Roosevelt administration, however, 
represents an effort to “catch up” in social legislation with the 
tremendous industrial changes of recent decades. 

American life is determined to some extent by the fact that 
about 44% of its population lives on farms or in small towns of 
under 2,500 inhabitants. Consequently, there is a strong element 
of localism. You can see it on the pictures—the sociological 
factor of localised interests, e.g., “the folks at home” and “the 
folks next door.” 

Another factor of life in America is that of the middle class. 
It is still true that an American housewife suffers from the 
complaint that her neighbours are always buying things that she 
can’t afford! 

The growth of population in the U.S.A. is slowing down. It 
is possible to say that some time after 1950, American population 
may reach a maximum of about 160 millions. There is a smaller 
number of young men moving into commerce and industry. The 
rate of natural increase among the poorer classes in the South 
is much greater than that in the East. The greatest increase is 
in the negro population. 

These changes are so vast and so important that all social 
policy must be drawn up with due regard to it. 
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Comparing American opinion now with those of the days of 
Harding—‘“the period of normalcy” as it was called—one is 
struck by the disappearance of complaisance. 


After the Wilson regime, there was a period of normalcy 
during the presidency of Harding, Coolidge, and Hoover. Then, 
in 1933, President Roosevelt took office. It is remarkable that 
January, 1933, proved the turning point of two great nations, 
Germany and America, but with the striking contrast that, with 
the former, the policy of Hitler has been one of barbaric insanity, 
whilst the policy of America, under Roosevelt, has been broad 
and sane. 

There are many problems confronting America; e.g., the 
problem of security; the problem of unemployment; the racial 
problem; but these problems are being faced squarely. 

I place President Roosevelt amongst the three greatest of 
America’s Presidents, viz.—Jefferson, Lincoln and Roosevelt. 

Internationally America has moved away from isolationism— 
both economically (the Hull programme) and politically (the 
Roosevelt programme). 

At home the changes have been vast—both in the scope of 
government’s share in the running of the American system; in the 
temper of the Supreme Court; in the attitude towards adminis- 
tration of law and in the field of labour organisation. 

America is “going places”; but a new programme for economic 
democracy has yet to be outlined. There is a “pause” now in the 
New Deal. This can be explained in terms of the traditional 
factors in American life. 

But great underlying factors are changing—population is 
slowing up and is being significantly redistributed. 

The world balance of power has changed and this, too, has 
affected America’s position. Her influence on world business and 
peace may well be decisive. 

Americans like the Hon. Cordell Hull believe that the funda- 
mental causes of conflict between nations lie in trade barriers. 
There is a strong anti-Fascist sentiment in America, as it is felt 
that something must be done to prevent Nazi and Fascist forces 
from dominating the world. Americans realise that if they do 
not offer some form of support to the hard-pressed democracies, 
America may become an isolated democracy. 


The American Neutrality Act falls due for revision on May 1. 
What happens on May 1, and thereafter, will have an important 
influence upon world affairs. 


An alteration of the Neutrality Act along the lines of Senator 
Key Pittman’s Bill, would permit the sale of implements of wart 
to the victim of, aggression; and might even permit the President 
to name the aggressor. 
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Legal Decisions of Interest to Accountants 
By J. A. L. Gunn, F.1.c.a. 


ACCOUNTANT’S FEES 


W, a Melbourne solicitor, employed B, an accountant, to 
examine his books for the purpose of ascertaining the extent 
to which a trusted employee of W had been robbing him for 
over 50 years. B claimed £665 for the services rendered by him, 
his account showing that 1,064 hours had been spent by him and 
his staff on the work. W disputed the claim, and contended that 
he had been overcharged for the work, and that B had exceeded 
his instructions. After a 14 days’ hearing, Mr. Justice O’Brien 
delivered judgment in B’s favour for £537, less £50 already paid, 
leaving a balance of £487. The amount awarded was made up 
as follows :-— 


Principal’s time—258 hours at £1/1/- per hour .. .. £271 

Time spent by Chartered Accountant (Aust.) 
employed by B—416 hours at 10/6 per hour .. .. 218 
Comptometer clerk—70 hours (approx. 2/9 per _ 10 
Junior Clerk—320 hours at sani re eee 32 
Allowance for stationery .. .. hic Sa. shh 6 
£537 





It is estimated that the costs of the above action will exceed 
£1,800. An order was made for costs against the defendant, 
W, less 25 guineas which covered the cost of certain amendments 
and the calling of certain witnesses. 





Bonus SHARES 

The articles of association of Peters’ American Delicacy Co. 
Ltd. provided :— 

(a) by Articles 108 and 110, for dividends to be paid in 
proportion to the amount of capital paid up on shares, 
and that the company could not declare a dividend larger 
than that recommended by the directors; 

(b) by Article 120, that, notwithstanding anything contained 
in any other article, the whole or any part of the undivided 
profits might be converted into capital by distributing the 
profits among the holders of shares “as a special dividend 
or bonus by issuing partly or fully paid up shares in 
respect thereof to the holders of such shares in proportion 
to the shares held by them in the company,” i.e., not in 
proportion to the amount paid up on the shares. 

The business of the company was prosperous; dividends had 
been paid for some years of 16 per cent.; there was an accumu- 
lation of undistributed profits; the value of the goodwill had 
increased; and it was proposed to double the capital of the 
D 
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company by the issue of bonus shares. In order to achieve this 
result, a special resolution was proposed cancelling Article 120 
and substituting other articles to make possible a distribution of 
new shares proportionately to the amount paid up on shares by 
the respective shareholders. 

In a circular accompanying the notice convening the meeting, 
and in speeches made at the meeting, statements were made that 
the only proper method of carrying out the purpose was that 
proposed, and that the use of other articles, which, it was 
alleged, were inconsistent with Article 120, was impracticable. 

There were 94 shareholders to whom the proposals were 
disadvantageous when compared with Article 120 in its original 
form. At the meeting at which the resolutions were passed, 257 
shareholders were present; only 19 voted against the resolutions, 

The High Court held that the special resolution was valid; 
Peters American Delicacy Co. v. Heath [1939] A.L.R. 124. 

The following relevant principles of law are stated in the 
judgment of Latham C.J. :— 


Alteration of Articles 


“The Companies Act 1936 (N.S.W.), Sec. 20, provides— 
‘Subject to the provisions of this Act and to the conditions 
contained in its memorandum a company may by special resolution 
alter or add to its articles.’ A company cannot deprive itself of 
this statutory power, either by agreement or by a provision 
contained in the articles—Malleson v. National Insurance and 
Guarantee Corporation, [1894] 1 Ch. 200; Allen v. Gold Reefs 
of West Africa Ltd., [1900] 1 Ch. 656 at p. 671 and p. 676. It 
is not possible by articles of association to make an unalterable 
article. If it is desired to place the rights of particular share- 
holders beyond the risk of being affected by an alteration of 
articles it is possible to include a provision in the memorandum 
of association which will have that effect. Section 20 empowers 
a company to alter its articles only subject to the conditions 
contained in the memorandum of association. There are no 
conditions contained in the memorandum of association of the 
appellant company which limit the right to alter the articles.” 


Contract Between Company and Its Members Constituted by Its 
Articles 


It follows from the preceding statement that “the contract 
between members of the company and between the company and 
its members which is constituted by the articles must be regarded 
as containing among its terms a provision that articles may be 
altered in the manner provided by the Act, that is, by special 
resolution. An alteration in a particular case may constitute a 
breach of contract with a shareholder, but such a breach of 
contract does not invalidate the resolution to alter the articles— 
Allen’s Case (supra) at p. 672.” 
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Where Rights of Members Depend Only on Articles 


“It follows that where the rights of members of the company 
depend only upon the articles it is possible to alter the rights of 
members or of some only of the members by altering the articles. 
The fact that an alteration prejudices or diminishes some of the 
rights of the shareholders is not in itself a ground for attacking 
the validity of an alteration—see Sidebottom v. Kershaw, [1920] 
1 Ch. 154 (expelling a shareholder) ; Shuttleworth v. Cox Bros. 
and Co. (Maidenhead), [1927] 2 K.B. 9 (disqualifying a 
director); Allen’s Case (supra) (creating a lien upon shares). 
Any other view would in effect make unalterable and permanent 
any articles of association which conferred rights upon a class 
of shareholders, or possibly upon any shareholder, who desired 
that those rights should continue to exist unchanged. It is plainly 
not the law that the fact that an alteration of articles alters the 
rights or prejudices the rights of some shareholders is sufficient 
to prevent the alteration from being validly made.” 


Power to Alter must be Exercised Bona Fide 


“The power to alter articles must be exercised bona fide. It is 
generally said that the power must be exercised bona fide for the 
benefit of the company as a whole, and all the recent authorities 
refer to the statement by Lindley, M.R., in Allen’s Case (supra) 
at p. 671—‘The power thus conferred on companies to alter the 
regulations contained in their articles is limited only by the 
provisions contained in the statute and the conditions contained 
in the company’s memorandum of association. Wide, however, as 
the language of Sec. 50 (in the New South Wales Act of 1936, 
Sec. 20) is, the power conferred by it must, like all other powers, 
be exercised subject to those general principles of law and equity 
which are applicable to all powers conferred on majorities and 
enabling them to bind minorities. It must be exercised, not only 
in the manner required by law, but also bona fide for the benefit 
of the company as a whole, and it must not be exceeded. These 
conditions are always implied, and are seldom, if ever, expressed.’ 
In Allen’s Case an article was altered in such a way as to 
prejudice quite seriously a single person who was the only holder 
of fully-paid up shares. The alteration had the effect of creating 
a lien for unpaid calls upon those shares The articles before the 
alteration provided that such a lien existed upon ‘all shares not 
being fully paid.’ Thus the alteration was definitely directed 
against the interests of one member; but it was for the benefit 
of the company to recover moneys due to it, and, as the alteration 
was found to have been made bona fide for that purpose, it was 
upheld.” 


For the Benefit of the Company 


“It is not for the Court to impose upon a company the ideas of 
the Court as to what is for the benefit of the company. It is for 
the shareholders to determine whether an alteration of the articles 
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is or is not for the benefit of the company, subject to the proviso 
that the decision is not such as no reasonable man could have 
reached—Shutileworth v. Cox Bros. and Co. (Maidenhead) 
(supra). This is not an absolute rule, but it is the prima facie 
general rule—Carruth v. Imperial Chemical Industries Lid,, 
[1937] A.C. 707.” 


Criterion of Benefit of the Company Not Capable of Solving All 
Problems 


“The benefit of the company as a corporation cannot be 
adopted as a criterion which is capable of solving all the problems 
in this branch of the law. An alteration which is made bona 
fide and for the benefit of the company, if otherwise within the 
power, will be good, but it is not the case that it is necessary 
that shareholders should always have only the benefit of the 
company in view. In cases where the question which arises is 
simply a question as to the relative rights of different classes of 
shareholders the problem cannot be solved by regarding merely 
the benefit of the corporation. I refer to Pender v. Lushington 
(1877), 6 Ch.D. 70 at pp. 75-76; Mills v. Mills (1938), 60 C.L.R. 
150 (a case of the exercise of powers of directors in relation 
to the ‘interests of the company’) at p. 164. See North-West 
Transportation Company v. Beatty (1887), 12 A.C. 589, where it 
was held that a shareholder may vote as he pleases, even when 
his interests are different from or opposed to those of the 
company. Shareholders are not trustees for the company or for 
one another, and the relations between them cannot be identified 
with the relations between partners—Albert Phillips v. Manufac- 
turers Securities Ltd. (1917), 116 L.T. 290. But though a share- 
holder may vote in his own interests, the power of shareholders 
to alter articles is limited by the rule that the power must not 
be exercised fraudulently or for the purpose of oppressing a 
minority—see Cook v. Deeks, [1916] 1 A.C. 554 at p. 564; 
Menier v. Hooper's Telegraph Works (1874), L.R. 9 Ch. 350; 
Shuttleworth v. Cox Bros. (Maidenhead) Ltd. (supra) at p. 27; 
and Carruth v. Imperial Chemical Industries [1936], Ch. 58/7, 
[1937] A.C. 707.” 


Onus of Showing that Power Not Property Exercised is on 
Party Complaining 

“When the validity of a resolution of shareholders is chal- 
lenged, the onus of showing that the power has not been properly 
exercised is on the party complaining. The Court will not 
presume fraud or oppression or other abuse of power. See the 
cases as to validity of acts of directors when exercising 4 
fiduciary power, where a higher standard would be required than 
in the case of shareholders, who do not, in voting at a meeting, 
exercise any power of a fiduciary character—in re Gresham Life 
Assurance Society (Penney's Case) (1872), L.R. 8 Ch. 446; 
in re Coalport China Company [1895] 2 Ch. 404; in re Hannans, 
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King, &c., Company (1898), 14 T.L.R. 314. It cannot be the 
law that a resolution of shareholders is to be presumed to be 
invalid until the defendants in an action positively establish that 
it is valid.” 

Application of Above Principles to Peters’ Case 


The result of applying the above-mentioned principles is that 
the special resolution altering the articles could not be declared to 
be invalid merely upon the ground that the original articles 
conferred special rights upon the holders of partly paid shares 
of which the alteration made by the special resolution deprived 
those shareholders, or upon the ground that the voting holders 
of fully paid shares were interested in making the alteration 
adversely to the holders of partly paid shares. 

The High Court held that the resolution was not therefore 
invalid, and, although the statements regarding inconsistency in 
Articles 108 and 120 were incorrect, the directors had acted 
honestly, and there was no vitiating element warranting a 
declaration that the resolution was invalid. 

The following extract from the judgment of Dixon J. is of 
extreme interest :— 

“But the facts of the case were that by one method, the older 
indirect method, a capitalisation might have been effected which 
would mean a distribution according to capital paid up. Doubts 
were felt upon the propriety of adopting this course and doubts 
were agitated as to the meaning of the article providing for the 
direct method. If there were no capitalisation the accumulated 
profits would not be distributed in proportion with capital sub- 
scribed. In these circumstances the holders of partly paid shares 
had no ‘right’ to receive the profits in proportion with capital 
paid up. As the articles stood they were entitled only to receive 
shares in that proportion if and when issued by way of direct 
capitalisation. That event would never be likely to occur; for 
the shareholders of fully paid shares were perfectly entitled to 
prevent it, and would no doubt do so. In these circumstances it 
appears to me that the resolution involved no oppression, no 
appropriation of an unjust or reprehensible nature, and did not 
imply any purpose outside the scope of the power.” 





Should Economists Use Accountancy Forms 


to Demonstrate Their Science ? 
By Corin A. ALLIson anv J. A. L. GuNN 


Professor D. B. Copland has kindly made the following 
comments on an article which appeared in the March, 1939, issue 
of the Journal :— 

“T quite agree that the economist is handicapped by the lack 
of technical terms and a precise calculus of analysis. He also 
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handicaps himself by giving to terms in everyday use a rather 
technical meaning, and a good many of the disputes among 
economists are disputes over the meanings attached to terms, and 
the emphasis to be put on relative forces, rather than upon the 
fundamental forces themselves. 

“For my own part, I like to deal with all problems as far as 
possible in relation to national income, but it is exceedingly 
difficult to relate the experiences of individual businesses to the 
problems of national income. An example that occurs to me at 
once is the quest for liquidity among private businesses when a 
crisis seems to be impending. It is a matter of common prudence 
for all individual businesses to seek a high degree of liquidity. 
If pursued too far, this can only end in disaster in all industries, 
because the race for liquidity is the greatest deflationary influence 
that can operate. It ends in destroying the value of assets and 
in imperilling the financial security of all businesses. 

“One of our chief difficulties is to bear in mind that economists 
inevitably build up a set of ideas familiar to themselves, and that 
their controversies are not quite as obscure to them as they are 
to others whose economic ideas are built up through other 
channels. If an economist were to devise a whole system of 
technical terms, he might become like the botanist, a man who 
talks about ordinary things that everybody can observe, but in 
a language which no one can understand. That might be less 
confusing than the present practice of the economist, but I think, 
on the whole, it would be less enlightening.” 

Mr. E. L. Mitton, in his criticism of the above article in the 
May issue, has asked the axis to answer, by accountancy forms, 
almost all the economic ills of this sad world. We reply with 
Aeneas—“Who, telling such things, whether he were a Myrmidon 
or one of the Dolopians, or a soldier of the stern Ulysses, could 
refrain from tears?” 

The tasks could be done in a few light-years, but we are told 
to restrict our answer to the pages of The Australian Accountant. 
This is a deliberate policy of encirclement in order to damage our 
plan, and we shall retaliate by denouncing the treaty for the 
supply of brain power by New South Wales to South Australia. 

We were tempted to have a shot at demonstrating Mr. E. L. 
Mitton’s statement (with which we are in complete agreement) : 
“Under trading conditions at present existing, goods sold on hire 
purchase and time payment contribute to an ever-growing volume 
of sales. Under such conditions the purchaser mortgages his 
future income.” But lack of space precludes the attempt. 

We have therefore restricted our reply to the first question 
asked by Mr. Mitton :— 

“What causes the violent fluctuations in the price of wheat, 
and how such could be prevented ?” 

The answer is: “nobody knows”; but Mr. J. M. Keynes’ chap- 
ter on “Working and Liquid Capital,” in his “Treatise on Money,” 
shows some of the causes of these fluctuations in this and other 
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raw materials. Briefly and roughly the argument runs thus :-— 
If a surplus of (say) wheat comes on the market at the end of 
a year for any reason, then this surplus must be held by someone, 
(say) speculators, and this is a costly business. 

Suppose this surplus will not be absorbed for two years, then 
the Profit and Loss Accounts of the speculator for these two 
years will appear :— 


Profit and Loss Accounts 


Speculators 
Years 2 and 3 
Oe oe ee lee ee 
Costs of holding: 
Deterioration .. .. .. £10 
Warehousing and in- 
Rg a oe. sais 10 
Interest charges .. .. 5 
Risk remuneration .. 10 
— 35 
£100 £100 


Thus, if the prices return at the end of two years to a point that 
pays for holding this surplus, then the price for all our wheat 
must fall low enough to discourage production, and low enough 
to cover the costs incurred in holding the surplus. 

On the other hand, the farmers who have already incurred the 
costs of producing this wheat will be short on their sales :— 


Profit and Loss Accounts 
Primary Producers 


Year 1 
ES Fe 
Costs : Stock om hand .. .. «2 ss «> 13 
i oe og a. owe Se Profit deflation .. .. .. .. 42 
a 10 
es na ae we 40 
Other charges .. .. 10 
Normal dividend .. .. 20 
— 10 
£120 £120 


One of the ways of overcoming these recurring catastrophies 
is explained by J. M. Keynes in his “The Policy of Government 
Storage of Food-stuffs and Raw Materials’—The Economic 
Journal, September, 1938. This article is well worth the trouble 
of studying as showing the probable future policy of governments. 
It is also easily read. 

In conclusion, we do not agree with Mr. Mitton’s statement that 
there was an implied suggestion that economists, in order to 
demonstrate their science, should be accountants of wide 
experience. A very brief study of accountancy forms and terms 
would sufficiently equip the economist for the suggested purpose. 
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Mr. L. W. Chant writes as follows :— 


Man may attain to reaching the stars and in doing so may 
first reach the moon, in which event, more likely than not, his 
attempt will have been accomplished per medium of scientific 
knowledge. 

Accountancy Forms in demonstration of Economic theories 
appear to the naked eye of the writer, as far removed as Earth 
from Planet. He presumes, of course, that by the phrase 
demonstration the originators of the first question mean per 
medium of illustration and explanation. 

Economics is too abstract a science for accountancy forms to 
be used in demonstration of its general principles. Accountancy, 
on the other hand, is the “at home” science and gives those who 
choose to use its disclosures facts of happenings in the compara- 
tively recent past. 

What might be expected from economists is a_ clearer 
distinction between Fact and Forecast, and from accountants 
greater appreciation of the relativity of certain economic trends 
to accountancy matters. Messrs. Allison and Gunn do not 
account for (using accountancy principles) general economic 
tendencies as regards the relativity of changes introduced in their 
examples to economic conditions. I do not think they would be 
good present-day accountants if they did. 

As to terminology—whereas Accountancy defines Capital, for 
example, as within prescribed limits the economic definition of 
the present age would appear as limitless. 

Professors Mills and Walker, however, do acknowledge 
Accountancy of value. In their book Money, they attempt to 
explain inter alia in Chapter VII, by medium of an abbreviated 
Cost statement and their opinions that “the monetary system does 
distribute sufficient money incomes to enable the product of 
industry to be bought at a profitable price, so long as the total 
money incomes are constant.” (Unfortunately, owing to economic 
reasons, they are not constant.) Now the significance up to a 
certain point as between Messrs. Mills and Walker’s matter and 
Messrs. Allison and Gunn’s illustration on page 153 is evident. 
To the writer the views of Messrs. Mills and Walker tell us why 
Messrs. Allison and Gunn’s question cannot be answered in the 
affirmative for general purposes; the same views seem to answer, 
to some extent, at any rate, the questionnaire of Mr. Mitton. 

Now, in an attempt to encircle the discussions, I would ask this 
question: How far do Standard Costs, and in particular State- 
ments connected therewith, signify economic events? An answer 
to this question may get us upward towards our goal. Certain it 
is that they form a strong link between the accounts for manufac- 
turers and economic principles attributable to this phase of 
business. 
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Manufacturing Expense —A Talk for Students 
By A. A. FitzGERALb 





This is an elementary talk for students only. It will contain 
nothing that is original, and will be concerned with simple 
propositions only. Its justification is that, in spite of all that 
has been said and written about Manufacturing Expense and its 
treatment in cost accounts, the subject appears to be a closed book 
to many students. It is my belief, after many hours spent in 
perusing the attempts of students to handle questions on the 
recording of Manufacturing Expense, that their difficulties are 
due to a lack of understanding of the few simple fundamental 
principles involved, and to the confusion of thought induced by the 
attempt to commit to memory a mass of detailed cost accounting 
entries. In practice, the application or “absorption” of manufac- 
turing expense into current production costs is a matter which 
calls for wide experience and nice judgment, and the text-books 
therefore rightly devote a good deal of space to the discussion 
of the more complex aspects of the subject. But before any 
student can hope to gain insight into these advanced problems, he 
must have a thorough grasp of essential principles. Too often, 
apparently, he tries to master the intricacies without even a clear 
notion of the nature of manufacturing expense. I shall try to 
get to the heart of the subject, divesting it of the obscurity which 
arises alike from over-elaboration of detail and from a too 
technical jargon. 

The student who proceeds to a study of cost accounting after 
having obtained a more or less satisfactory knowledge of the 
principles of financial accounting is faced with an initial difficulty 
in the new technical terms which he must learn or the new inter- 
pretation or emphasis which he must give, for cost accounting 
purposes, to terms with which he is already familiar. Cost 
accountants would render a most useful service to students and 
would contribute in a real manner to the growth of interest in 
their art if they were to strive more earnestly for the simplification 
and clarification of their technical terminology. 

The use of the term “manufacturing expense” is itself an 
attempt at simplification. It is a better term than “oncost,” 
“overhead,” “burden” or what not, because it is more familiar 
and less likely to be misunderstood, apart altogether from 
academic or aesthetic considerations. The one objection to its 
use is the fact that, in cost accounting, it is used in a sense in 
which it is both wider from some points of view and more 
restricted from others than the sense in which it is likely to be 
used in financial accounts. 

Let us then commence with a brief consideration of the 
meaning of the term, first by considering the component parts of 
manufacturing cost. These component parts (or “elements”) of 
cost fall into two main groups :— 

(a) Direct Costs—those which can be directly identified with 
the final product, such as the raw material which enters 
into the product, the labour directly applied to its 
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processing and the expense which has been incurred solely 
in connection with a specific job or batch of production. 
Indirect Costs—those which are not directly identifiable 
with the final product, but which are incidental to the 
carrying on of the processes of manufacture, such as the 
material used in manufacture, but which does not become 
part of the final product, the labour of management, 
supervision, cleaning, maintenance and the like, and the 
expense associated with manufacturing operations which 
cannot be said to have been incurred solely for the 
production of a specific job or batch. 


The term “manufacturing expense” is synonymous with the 
indirect costs. The component parts of manufacturing cost may 
thus be said to be:— 

(a) Direct Costs. 

(i) Direct Material. 
(ii) Direct Labour. 
(iti) Direct Expense. 
(b) Indirect Costs or Manufacturing Expense. 
(i) Indirect Material. 
(ii) Indirect Labour. 
(iii) Indirect Expense. 


It should be carefully noted that in this classification, the term 
“expense” is used in three different senses :— 

1. Direct Expense is part of Direct Costs and is mot part of 
Manufacturing Expense. 

2. Manufacturing Expense is the generic name for all indirect 
costs—including indirect material and indirect labour, as 
well as: 

3. Indirect Expense, a subdivision of Manufacturing Expense 
generally. 


Thus “manufacturing expense,” as used in cost accounting, is a 
wider term than, say, “sundry manufacturing expense” as used 
in the Manufacturing Account in the financial records, since it 
includes indirect material and indirect labour as well as indirect 
expense. At the same time it may be more restricted in scope 
than a Sundry Manufacturing Expense Account in the financial 
ledger, if that account includes direct expense as well as indirect 
expense. The difficulty is, of course, overcome if the financial 
accounts are so classified and grouped as to correspond with the 
classification of the component parts of cost as used in the cost 
records. Close correspondence of the two classifications is 
indeed essential if the two sets of records are to be usefully 
compared, reconciled or made inter-dependent. A useful exercise 
for the student in this respect is to take a Manufacturing Account 
prepared in conventional form from financial accounts (such as 
will be found in any general accountancy text book) and re-classify 
the items so as to correspond with the classification of cost 
elements set out above. 

It should be mentioned also that, no matter how carefully the 
elements of cost be defined and no matter how formally perfect 
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and mutually exclusive are the definitions, in practice expediency 
often plays an important part in determining whether any 
specific item should be treated as a direct or an indirect cost. 
Many materials, for instance, enter into and form part of the final 
product, but in such small quantities per unit or batch of product 
that it would be uneconomical to ascertain and record the precise 
quantity used in each unit or batch of product. As a matter of 
convenience and economy such materials are often treated as 
indirect materials; that is, as part of manufacturing expense, 
though they are in fact direct materials. In such cases, the 
materials should, of course, be similarly classified in the financial 
books. 

Let us now consider the record in the accounts relating to 
manufacturing expense. Cost accounting procedure generally 
is of, two main kinds :— 

(a) Historical Cost Accounting—in which the records are 
designed to show the cost of manufacture of the goods 
produced in some immediate past period. 

(b) Standard Cost Accounting—in which the records are 
designed to show the extent of, and the reason for, the 
differences between the actual cost of operations for a 
given period and the expected cost of operations for that 
period. 

So far as manufacturing expense is concerned, there is little 
real difference in principle between these two methods. The 
main differences in treatment between historical costs and 
standard costs are in the accounting for direct materials and direct 
labour. Under any system of cost accounting, in effect, the 
standard cost principle is applied to manufacturing expense, even 
though its application may lack some of the refinements of a 
thorough-going standard cost system. 

In the barest outline, a standard cost system covers three 
steps :-— 

1. An estimate of the expected cost of operations is prepared. 

2. A record is made of the actual cost of operations. 

3. The differences between expected and actual are recorded 

and analysed. 
Under any system of cost accounting worthy of the name, those 
three steps are used in accounting for manufacturing expense. 
We must, therefore, clearly distinguish between :— 

(a) The estimate (or budget) of the total amount of 
manufacturing expense which will be incurred during some 
future period. 

(b) The amount of manufacturing expense actually incurred 
during that period. 

(c) The amount of manufacturing expense charged against 
the cost of operation (“absorbed into costs”) during that 
period. 

Of these (a) and (c) are closely related, since in large measure 
the amount which will be charged against costs depends upon 
the initial estimate of what the total expenditure will be. At 
the close of an accounting period a comparison of (b) with (c) 
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provides the touchstone by which the accuracy of the estimate 

and the propriety of the amounts charged to costs may be 

measured. 

Let us take a simple example :— 

It is estimated that during the next six months a total 

manufacturing expense will be incurred of £1,000. 

It is estimated that during that period the expenditure on 

direct labour will be £2,000. 

3. It is considered that a satisfactory basis for charging 
manufacturing expense against costs, in the circumstances, 
will be as a percentage of direct labour.* 

4. We therefore propose to charge against the cost of goods 
produced during the next six months, 50% of the cost of 
Direct Labour, to cover Manufacturing Expense. 

5. The manufacturing expense actually incurred during the 
six months amounts to £1,200. 

6. The actual cost of Direct Labour for the six months is 
£2,200. 

How would these estimates and results be recorded in the cost 

accounts ? 

1. The estimate of total Manufacturing Expense. This is 

an estimate only, the chief purpose of which is to provide 
a means by which the percentage to be added to Direct 
Labour to cover Manufacturing Expense may be deter- 
mined. No record in the books is necessary. 
The Manufacturing Expense actually incurred. This will 
be recorded, as it is incurred, either in the financial accounts 
or the cost records, or in both. It will be recorded first, 
as debits from cash book, journals, and purchase journals, 
in accounts designed to show the expense classified by 
kinds of expenditure (supplies, fuel, depreciation, insurance, 
supervision, maintenance, repairs, etc.), and will later find 
its way into a total Manufacturing Expense Account or 
into a series of Manufacturing Expense Accounts, each 
designed to show the Manufacturing Expense incurred in 
relation to one department of the factory. 

3. The Manufacturing Expense charged against Costs. This 
will be charged to Work in Progress (whence, as the work 
is completed, it will be transferred to Finished Goods 
Account) and will be credited to Manufacturing Expense 
Account (or, if the production operations are carried on 
in separate departments, to the Manufacturing Expense 
Accounts of the several departments). 

4. The Manufacturing Expense Account (or accounts, if 
departmentalised) will now show— 

As debits—the manufacturing expense actually incurred. 

As credits—the manufacturing expense charged against 
the cost of operations for the period. 

A credit balance will indicate that more has been 

charged than has been spent, i.e., manufacturing 


expense has been “over-absorbed” into costs. 


*See Schumer: Cost Accounting, Chap. IX, for other bases for charging manv- 
facturing expense to costs. 
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A debit balance will indicate that less has been charged 
than has been spent, i.e., manufacturing expense has 
been “under-absorbed” into costs. 

We shall set up the accounts affected in a moment. But first, 
a word of explanation as to the necessity for discriminating 
between the amount spent and the amount charged. Why cannot 
we ascertain the actual expenditure and charge this—no more and 
no less—to current operating costs? Simply because that 
procedure would involve undesirable delays in ascertaining current 
operating costs. Manufacturing Expense actually incurred can 
be determined precisely only over a fairly lengthy period and after 
more or less delay according to the efficiency of the financial 
accounting system. Many of the items of Manufacturing 
Expense, e.g., depreciation, insurance, rates and taxes, accrue from 
day to day and are reflected in entries in the accounts only at 
intervals. To obtain useful information as to current costs we 
cannot wait until the record of actual expense has been laboriously 
built up in the accounts. Pending its final ascertainment, we rely 
upon the estimate made at the outset, and we test the accuracy 
of that estimate by the final under or over-absorption of expense 
shown by the balance of the Manufacturing Expense Account at 
the close of the period. The size of that balance is an indication 
of the efficiency of the cost accounting for Manufacturing 
Expense, and of course, if it be large, the figures produced by 
the cost accounting system will have been misleading. Reasonably 
accurate forecasting of expenditure and the selection of a satis- 
factory method for charging expense to costs are therefore 
essentials in any effective cost accounting system, and experienced 
cost accountants are generally able to provide these essentials. 
Such under or over-absorption of expense as is shown by the 
balance of the Manufacturing Expense at the close of the 
accounting period is, in effect, a correction to the cost accounts 
which have been prepared throughout the period, and it should be 
so treated. That is to say that, when the accounts for the period 
are being closed, the balance of Manufacturing Expense Account 

should be transferred to the Cost of Goods Sold Account.* 
The accounts to record the facts assumed in our illustration will 


appear as under :— 
Direct Labour 


To Expenditure .. .. .. .. £2,200 By Work in Progress .. .. £2,200 
Manufacturing Expense 
To Expenditure (actual) .. £1,200 By Work in Progress .. .. £1,100 


(Amount charged to 

cost of current opera- 

tions) 

50% of Direct Labour. 
Amount under-absorbed 
(transferred to Cost of 

Goods Sold A/c.) .. .. 100 


— —_—_-— 


£1,200 £1,200 

*Under- or over-absorption of expense may result from unexpected or abnormal 
idleness of plant. “Idle capacity loss’ should be distinguished from production 
cost. A consideration of this important point is beyond the scope of this article. 
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Work in Progress 
£1,500 

» Direct Labour .. .. . 2,200 
» Manufacturing Expense 1,100 
£4,800 

, Balance °.. £800 


To Material Issued—say .. 


Finished Goods 








To Work in Progress .. .. £4,000 
£4,000 
» Balance .. £500 


By Finished Goods—say .. £4,000 
» Balance carried for- 
ward as ead 800 
£4, 
By Cost of Goods Sold—say £3,500 
» Balance carried for- 
SN dG, ak adh 64 500 
£4 


Cost of Goods Sold 


To Finished Goods .. .. .. £3,500 

» Manufacturing Expense 
(under-absorbed) .. 100 
£3,600 








By Transfer to Sales A/c. £3,600 


| 


S 


3, 








It remains to consider the reasons for the under-absorption of 
expense disclosed by the figures. 

If the estimates of expenditure and of volume of production 
(as reflected in Cost of Direct Labour) had been accurate, there 
would have been no under or over-absorption of expense. 


Thus :— 


Estimated Manufacturing Expense .. 
Estimated Direct Labour .. .. . 


Amount to be charged to 


turing Expense, 50% of £2,000 .. .. = 


Actual 
Expense was .. 


an increase of 20% on the estimated figure. 


Actual Expenditure for 


ee for 


.. £1,000 

£2,000 

Costs for Manufac- 
1,000 

Dissstietein 
£1,200 
Direct Labour was £2,200 


an increase of 10% on the estimated figure. 


Assuming that there was 


no change in the rate of pay for 


Direct Labour during the period, the volume of produc- 


tion rose, therefore, 
Expense exceeded the 


by 10%, while Manufacturing 
estimated expenditure by 20%. 


Had the increase in Manufacturing Expense increased in 
direct proportion to the increase in volume of produc- 


tion, it would have been £1,000 a 10% 
It amounted actually to .. ; 


The under-absorption of .. 


£1,100 
1,200 


£100 








was, therefore, due either to an inaccurate estimate of 


the expenditure or to failure strictly to 


control the 


expenditure in accordance with the estimate. 
The simple principles which have been considered are applicable 
to the most complex case of highly organised industrial enter- 
prises. 





The complications involved in the departmentalisation of 
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manufacturing expenses have not been discussed, for the reason 
that they involve no different principle, and the student applying 
his mind to the study of cost accounting will be well advised to 
concentrate at the outset on fundamental principles and to attempt 
to apply those principles to more complex instances only when 
he has thoroughly mastered them. I repeat, this is an elementary 
talk for students only. But the student who understands it fully 
will, I venture to think, have little difficulty later in pursuing 
the subject of Manufacturing Expense through all its intricacies. 





* 


Audit Programmes and Audit Working Papers 


By “Mrnor” (J. R. BALLANTYNE) 


The accountant, like any other workman, must use tools in his 
daily task, and audit programmes and working papers are the 
main tools. They are not the only ones, but they are essential, 
and to them this discusson is confined. 

“Audit” is defined by the Oxford English Dictionary as “To 
make an official, systematic examination of accounts, so as to 
ascertain their accuracy.” 

In general terms, programmes ate part of the working papers, 
but, in order to emphasise the outstanding functions of each, we 
will deal with them separately. 

Castenholz, in Auditing Procedure, classifies audits into four 
divisions : 

i. Balance Sheet audits—verification only of assets and 
liabilities. 

ii. Complete audits—usually the most satisfactory, as they 
involve verification of the Profit and Loss Account, as 
well as the Balance Sheet. 

iii. Continuous Audits—may be limited or complete in scope. 
The feature of this class is the periodicity and the progres- 
sive reports, which keep the client well informed, and his 
staff on the alert. 

iv. Special investigations—aim usually is the determination of 
some specific point. 

With these classes in mind, one would expect the form of the 
programme to vary according to the nature of the work, and the 
type of business. 


Function of Audit Programme 
Exhibit A is an example of a programme used in a continuous 
audit, and Exhibit B is one more suitable for use in a final 
complete audit. These might be used as alternatives, or in 
conjunction, A being used during the period, while B, which is 
more comprehensive, as the guide at balance date. 


*This essay shared with an essay by “Inventory’”’ (D. L. Walker), first place in the 
1939 Essay Competition conducted by the Victorian Division of the Commonwealth 
Accountants’ Students’ Society. 
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Exursit A. 


Additions— 
Cash receipts 
Cash payments .. 
Sales journal .. .. .. 
Purchase journal 
Wages book .. .. .. 
are 


Nominal ledger .. soca 


Private ledger . 


Ledger balances .. .. .. 


Stock sheets . 


V ouch— 


Cash receipts .. .. .. .. 


Cash payments .. 
Wages .. 
Journal .. 


Sales journal .. ...... 


Purchase journal 


Pass Book— 
Check in detail .. 


Reconciliation monthly . 


Postings— 


Nominal ledger .. .. .. 


Private ledger .. 
Balances— 


Sales ledwer .. .. .. .. 


Purchase ledger . 


Nominal ledger .. .. 2 


Private ledger .. 


Test Checks— 
Stock records .. .. 
Bank deposit slips .. 
Cash advances .. 
Stock sheets .. .. . 


Verification of — 
Liabilities— 


re 


Deferred .. 
Assets— 


OS eee ee 


Deferred .. 
Fixed .. 


Balance sheet signed .. 
Report .. 


Income tax returns . .. .. 





= 
os 
=! 





4/9/38 





AUDIT PROGRAMME 


Rukings 
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Alternative Rulings 
1/10/38 | 23/12/38 
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Exuuisit B. 


THE BLUEBLACK COMPANY LIMITED 


SuMMARY OF AUDIT WorK AND INTERNAL CHECK FOR YEAR 
Enpep June 30, 1938 

External Internal 

Internal Auditt— Auditor Auditor 


Period covered by latest report .. ...... x 
Date of internal audit report .. .. .. .. x 


General Ledger Trial Balance— 


Checked with general ledger .. .. ...... x 
Entered on classification of accounts .. .. x 


Minutes of Directors’ and Shareholders’ 
Meetings— 
Read, and notes and extracts made .. 


Cash— 
Cash on hand counted .. .. . 
Certificates from depositories received . 
Balances reconciled . 7, 
Cheques outstanding verified . ‘ 
Deposits per bank proved with cash book 
Cash book additions checked .. .. .. x 
Bank deposits slips test checked .. 
Receipt books examined .. .. .. .. .. x 
General ledger postings .. .. .. .. .. «- x 


Bills Receivable— 
General ledger postings .. .. ae we x 
| Bills met checked to cash book . Sp soo x 
| Bills on hand checked with book . x 
| Bills out for collection confirmed .. .. .. x 
Bills under discount confirmed .. .. .. .. x 


“ 


AK K MH 
” 





“ 


Customers’ Accounts— 

List at end of period classified by i” and 
checked with ledger .. .. ..... x 

Additions of list .. .. os es x 
List compared with control account .. .. x 
Authorisation for bad debts written off . x 
Authorization for credits .. 

(Continued for all assets and liabilities and shareholders’ funds. ) 


A programme records the details of the work to be performed 
by the auditor and his staff. It represents a scheme, mapped out 
from the outset, to cover the necessary ground. 

An outstanding advantage is that different members of the 
staff can continue an audit from where it was last left off, simply 
by glancing at the programme. In the same way, the principal 
responsible can readily ascertain the position of the work on 
E 
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the various audits. Unless a method similar to this is adopted, 
in a large concern there is the tendency for the principal to lose 
a large measure of control. 

Against these advantages must be set off the objections, the 
main one of which is that “clerks in charge may lose a sense of 
responsibility and carry out the work in an automatic manner”— 
De Paula. It is essential to impress upon the clerks that the 
programme is simply a basis on which the audit is to be 
conducted, and they must, in addition, use intelligence and 
discretion in carrying it out. 

When the programme is drawn up, it is not intended that it 
should be used in that particular form year after year. It must 
be changed as the need arises, and clerks should be encouraged 
to recommend alterations of and additions to the various pro- 
grammes. 

De Paula, in Principles of Auditing, sums up the position 
when he says “The greatest danger in practical auditing is that 
the work may become mechanical.” 

Peloubet, in his book, Audit Working Papers, describes the 
function of an audit programme as “A record of work performed 
on each audit, in order to ensure relative uniformity, and to be 
certain that nothing essential is forgotten.” 


Types of Audit Programmes 

The sections of the work may be grouped in various ways. 
Exhibit A shows a classification into functions, Exhibit B is a 
division according to items or accounts. 

Another possibility would be apportionment between the various 
clerks—see Exhibit C. In some cases a formal programme will 
not be prepared, but the information which is desired is set out 
in the working papers in an easily understood form. This latter 
case would apply more particularly to a specific investigation. 

Whether a programme should be prepared in advance, or a 
general indication only given and the programme inspected after 
the audit, is a question to be decided by the principal. _It is 
dependent on the nature of the audit, the conditions of the office, 
and the ability and experience of the assistant. 

The ideal probably lies somewhere between “rigid” and, on 
the other hand, “loose” instructions. 

In large organisations, it is easier to over-emphasise the 
specific programme, and thus stifle, or at least discourage, 
initiative and independent thought on the part of the assistant. 

In smaller organisations, the principal probably knows much 
better the work his assistants are doing, and their capabilities. 
In this case, the tendency is usually in the opposite direction, 
with too much, perhaps, left to the individual judgment of the 
assistant in charge. 

It might so happen that familiarity by the principal and 
assistants results in a tendency to omit complete statements of 
work done or to be done, or to minimise the importance of such 
a record. 
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Exuisit C. 
QUESTIONNAIRE RE SYSTEM OF INTERNAL CHECK 
Queries Answers 


Stocks of Stores and Materials— 


1. Are these under control of a storekeeper? .. 

2. Are departmental transfers made only on 
requisition? .. .. 

3. If stock values are ‘maintained, ‘do ‘they reflect 
money values and quantities? .. 

4. If stock records are in use, how and when are 
they adjusted to agree with actual stocks? .. 
How are discrepancies treated when disclosed? 
Did you observe te substantial stock record 

adjustments ? 

Did you make test. comparisons of “quantities 
shown on inventory sheets with stock records? 
Did your inspection of stock ledgers disclose any 
inactive or slow-moving stocks? .. 

Did you satisfy yourself that inventory values 
were below prices _— realised subsequent to 
closing date? .. , 

10. Does the company receive stock on n consignment ? 

11. Does company ship stock on consignment? .. 

12. What record is kept of consigned stocks? . 

13. Who determines that stock is obsolete? .. .. 

14. What disposition is made of obsolete stock? . 

15. Who determines the values at which obsolete or 
slow-moving stock is to be included in the 
inventory ? - 

16. Did you make any inquiries of storekepers as 
to obsolete or slow-moving stock? . ‘se « 

17. If, as a result of the foregoing inquiry, ‘certain 
stocks appear to be obsolete, are particulars 
thereof, as well as the probable realisable value, 
contained in the inventory schedule? .. . 

The answers to the foregoing questions have been ‘made by the 
undersigned. 


oO OPN Om 


There are two vertical rulings, the upper half of Exhibit A 
according to months. This enables the person who does the 
work to mark off the completed portion by initialling in the 
respective squares. This method is useful for a monthly audit. 

An alternative is to make the divisions correspond with the 
accounting period or date of visits. This system is advantageous 
where the books are balanced weekly or in four-weekly periods, 
which is often the case in large enterprises in which it is desired 
frequently to reconcile their costs with financial records, and 
their financial records with their budgets. 
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Note Books or Loose Sheets? 


This controversy applies to both programmes and working 
papers, and, before passing on to a discussion of the latter subject, 
it would be as well to dispose of the question now. 

In using the note book there are serious disadvantages, so that 
to-day there is a definite tendency to use loose sheets. 

The advantages of the latter method include the ability to 
classify notes and queries by using separate sheets. Properly 
prepared working papers facilitate the writing of reports, for 
they may be sorted and arranged with the notes in correct order 
so that the auditor, with no irrelevant notes to interrupt his line 
of thought, may proceed with the report in an orderly manner. 

Note books will probably serve for several periods, but the 
entries in them are usually made in chronological order without 
regard to the nature of the entries, as orderly arrangement and 
grouping are seldom possible. 

The fear of losing loose sheets can be minimised if they are 
fastened in a strong folder and the sheets in the different sections 
are numbered. 


Working Papers 


In Financial Audits D. L. Trouant defines them as the “tangible 
basis for the accountant’s opinions.” They should not be allowed 
to overshadow the actual audit work as they are “a means to an 
end and not the end itself.” 

In the same book he gives the following classification : 

i. Working financial statements. 

ii. Adjusting journal entries. 

iii. Leading schedules. 

iv. Analysis of accounts by transactions for the period. 

v. Analysis of account balances. 

vi. Miscellaneous detailed schedules. 

vii. Programme of work to be done and memo. of work done. 

viii. Confirmation letters from outside parties. 

ix. Confirmation letters from officers. 

x. Reports or Statements prepared by the company or by 
other accountants, covering branches or subsidiaries not 
examined by the accountant. 

This grouping may be compared with exhibit D, prepared from 
Castenholz’s Audit Procedure, and it may be seen that they are 
similar in many respects. The exhibit D is more in accordance 
with current accounting tendencies and terminology. 


Exuisit D. 
INDEX TO WORKING PAPERS 


A. Original Draft of Report. 
B. Financial Statements— 
1. Balance sheet. 
2. Profit and loss account. 
3. Statement of cost of sales. 
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Comparative balance sheets. 
Comparative cost of sales statements. 
Comparative profit and loss accounts. 
Disposition of profits statement. 
Ratio statement. 
Reconciliation of cost and financial records. 
Working Trial Balance. 
Adjusting Journal Entries. 
Schedules of Balance Sheet Items— 

1. Assets. 

2. Liabilities. 

3. Shareholders’ funds. 
Schedules of Profit and Loss Accounts. 
Miscellaneous— 

1. Programme. 

2. Abstract from minutes. 

3. List of officers, executives and accounting records. 


OP NOMS 


Working Supplies 


In order to emphasise the method by which loose sheets facili- 
tate sorting and classification, the following should form the basis 
of every accountant’s working papers. 


i. 
ii. 
ili. 
iv. 


Vv. 


vi. 
Vii. 
Vili. 


Fourteen-column analysis paper. 
Three-column paper. 
Outstanding queries. 
Notes for report. 
Vouchers not produced for inspection. 
With these additional forms for use at balance date: 
Comparative percentage statements. 
Ratio statement. 
Disposition of profits and changes in the financial position. 
Doubtful book debts. 
Client’s certificate. 


Superscribing the Schedules 


Each sheet should show: 


(a) 


The name of the client. 


(b) Year or period under review. 

(c) Name of account or matter investigated. 

Current File Papers are those relating to the current accounting 
period as distinguished from 

Permanent File Papers. This file should include all information 


which 


will apply to successive periods, and in the case of the first 


audit especially the following : 


(a) 
(b) 
(c) 
(d) 
(e) 
(f) 


List of books. 

Name and number by which each record is identified. 
Who certifies payments. 

Who signs cheques. 

Names of executives and senior officers. 

Complete survey of accounting system and internal check. 
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(g) Programme for audit. 

(h) Partnership agreement. 

(i) Articles of association. 

From year to year, alterations and additions will be made, 
depending on: 
New share issues. 
Copies of minutes. 

These permanent papers contain the private information in 
connection with the audit, and they should always be left in the 
auditor’s office. A satisfactory system of filing these papers is by 
the use of a large envelope, which can be fastened and sealed, if 
necessary. 


Function of Working Papers 


Working papers may be described briefly as “tools to give 
results with least expenditure of time and effort, but which will 
also leave a full and clear record of the work done, and of the 
basis on which the client’s accounts and reports have been 
prepared.” 

It is advisable always to keep in mind the requirements of the 
Taxation Commissioners when preparing schedules. 

There is a direct relation of financial books and working 
papers to reports and statements prepared from them, and it is 
essential that the papers be flexible and designed from the start 
with the statements and reports in mind. 

The discussion so far has centred around audit working papers, 
but it can be mentioned here that the same system can be applied 
to preparation of tax returns for individuals. 


Types of Schedules 


Peloubet uses three classifications : 

i. Classified trial balances adjusted when necessary are the 
link between the books and records of the company and 
the statements certified to by the auditor. 

ii. Analytical and supporting schedules which show the com- 
position and character of the items appearing in the trial 
balance and indicate their classification in the final state- 
ments. 

iii. Schedules which have to do with verification. 


Methods of Combining Trial Balances 


i. Arrange the trial balances side by side. Total each line 
across, make adjustments in column afterwards. This is 
termed the “Horizontal” method. 

ii. “Ledger Posting or Agglomerative’ method. Schedules 
are prepared for each item in balance sheet and profit and 
loss account and the individual items are then posted from 
the trial balances to the schedules. This method is better 
than the first, but it cannot be balanced sectionally. 

iii. “Vertical or Synopto-Synthetic” method. Items are placed 
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across the summary sheet and each trial balance takes up 
one line. This is the most flexible type, permitting adjust- 
ments to be easily made. 


Filing Working Papers 

At the end of the accounting period, after the report has been 
completed, all papers relating to that period should be bound and 
indexed. The schedules should be arranged in similar order to 
Exhibit D. 

The greatest value of standardized papers is the advantage 
arising from the ability of one assistant to take up immediately 
and without loss of time the papers prepared by another assistant, 
and to continue the work. 


Ownership and Confidential Nature of Working Papers 


In a small concern, it is not difficult to keep trace of the current 
papers, but in a large concern it is advisable to have a system 
where the receiver of the papers gives a receipt when they are 
taken out of the filing room. Completed papers, including the 
balance sheet and accompanying statements, should be taken out 
of the office only when absolutely necessary, and even then with 


] special permission. 


These papers contain vital information which, if it were lost, 
might result in serious consequences Do working papers belong 
to client or accountant? The first clear-cut decision on this 
question was given in an American case in 1927—I pswich Mills v. 
Dillon—“This decision set a precedent that the accountant’s 
working papers belong to him, and not to the client; (except 
those papers which originate in the client’s office) ; also that the 
accountant is not an agent or servant of any client but is an 
independent contractor engaged in his own occupation.” (Com- 
monwealth Journal of Accountancy, October, 1927.) 

This decision was substantiated by a similar result in a case 
in London, November, 1938—Sockockinsky v. Bright Graham 
& Co. There is also an interesting decision in the surrogate 
court of New York, to the effect that a-testator had no legal right 
to dispose of his working papers by will. 

It should be realised that these records are the auditor’s main 
defence in any case or criticism of him or his work. In some 
cases, the working schedules include too little information, while 
others go to the extreme and include much data which is practically 
worthless in supporting the audit verification and report. 

Only experience and familiarity with particular classes of work 
will enable an auditor or his assistant to know what information 
is essential to enable him to report on the balance sheet or 
certified statement or the published financial position of the 
enterprise. 
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A System of Accounting for Material 


in a Factory * 
By “INveNToRY” (D. L. WALKER, A.A.A.) 


The accounting plan of a manufacturing business must be 
constructed to give the utmost control over material, as it is a 
most important element in the cost of goods produced for sale. 

The necessary use of materials sets up problems among which 
are those of provision of suitable storage and handling facilities, 
protection against fire and pilfering, maintenance as the result 
of climatic conditions, as well as those problems associated with 
various aspects of finance for their purchase and maintenance. 

It is seen then that the control of material from the accounting 
aspect will have two sides— 

(a) Physical control. 

(b) Financial control. 

These are interlocked and accounting checks and recording should 
give the same control as that obtaining over all phases of the 
Sales Ledger and Cash Books. 

The outline below is designed to achieve this purpose and 
illustrates a procedure which would apply in a coat factory. It 
should apply in principle, with the necessary alterations for 
specialised trades, to any factory production. 

All material used in manufacture must pass through the stages 
of— 

Designing and Budgeting for production. 
Purchasing. 

Receiving. 

Storing. 

Issuing. 

Processing and assembling. 

Recording— 

(a) Receiving Records 

(b) Stock Records 

(c) Cost Records 

(d) Financial Records. 

8. Valuing of Finished Goods for sale. 


VAMP ONE 


Budgeting for Production 


The business will programme for an output based on prepared 
Sales forecasts and on the past records of costs and output which 
the finance available and capacity of the plant indicate will result 
in a profitable trading period. 

For the purpose of this essay it is not proposed to enumerate 
methods of analysing the financial structure or the production and 
distributing system of a business, but it has been assumed that 


*Thie essay shared first place with an essay by “Minor” (J. R. Ballantyne) 
in the 1939 ate Competition conducted by the Victorian Division of The 
Commo lth tants Students’ Society. 











2 tJ 


“Ss Gr owe 











1939 THE AUSTRALIAN ACCOUNTANT 361 


proper methods have been used to launch it on a programme 
within its capacity to handle. 


Production Basis 


Before going into production it will be necessary for the 
Production Manager to have samples of the model designed and 
prepared, and then compile a Material and Labour Register. The 
details contained therein will help to determine whether the model 
can be profitably produced, and if found satisfactory it can be 
adopted as standard. The Material Register will be divided into 
sections covering every model manufactured by the factory. 
Sections will contain in minute detail every piece of material 
required to manufacture the various models. Each model will 
be given a number and each part will have a registered symbol 
letter and number. The quantity of each part required to produce 
the model will also be noted. In addition to controlling the 
Material and Labour Register, the Production Manager will 
supervise— 

(a) Orders received by the travellers, and 

(b) Goods despatched. 

A complete record will be maintained also of— 

(a) Models in the course of production. 

(b) Orders for models on hand. 

(c) Completed models. 

This will erable him to control the output of the factory and 
budget for future activities. 


Purchase Routine 


The Production Manager, from past experience and previous 
records relating to production and sales forecasts, will control the 
Purchasing Office. Delivery of purchases will be timed to meet 
current production schedules and so benefit in the following 
ways— 

(a) Maintenance of a minimum Stock Investment (securing 

a maximum turnover for the capital invested). 

(b) Conservation of storage space. 

(c) Ability of the storeman to speedily handle material with- 

out confusion and error. 

(d) Minimising the cost of insurance rates (particularly where 

stocks are perishable or easily damaged). 

The Purchasing Officer will receive a requisition for the various 
materials to be ordered, from the Production Manager, and his 
duty is to purchase according to specifications and as cheaply as 
good business permits. Official orders will be issued to the 
various suppliers specifying— 

Delivery Date. 

Description of Goods. 

Packing Instructions. 

Price. 
Terms, etc. 
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These orders will be made out in quadruplicate and distributed 
as follows— 

1. Vendor. 

2. Receiving Office. 

3. Records Office. 

4. Retained for Reference. 
The Purchase Office also controls faulty material returned by the 
storeman; claims for credit being made out on the supplier, and 
bearing the following information— 

1. Purchase date. 


2. Price. 
3. Description of Goods. 
4. Quantity. 


5. Reason for return of Goods. 
Claims will be made out in triplicate and distributed as follows— 
1. Sent with the Goods returned. 
2. Records Office. 
3. Retained for Reference. 


Receiving Routine 


The Receiving Office will be adjacent to the store, and all 
goods received for the factory must be signed for by the receiving 
clerk and accompanied by an invoice. Before accepting delivery 
the clerk will compare details of the invoice with the copy of the 
purchase order to see that the descriptions correspond and that 
the supplier is authorised to supply the goods. After signing 
for the material he will enter particulars on to an Inwards Goods 
Register in triplicate. This will contain details of— 

1. Supplier’s Name. 

2. Description of Goods. 

3. Order Number. 

4. Value of Invoice. 

5. Number of Packages. 

When goods are not accompanied by an invoice, a pro forma must 
be made out and full details entered thereon. The invoices, pro 
forma invoices, and one copy of the register will be sent to the 
Records Office at the end of the day. Another copy of the 
register will be sent to the Purchase Office for completion of their 
records whilst the remaining copy will be kept for reference. 


Store Routine 


In charge of the store for the purpose of physical control of 
material will be a storeman assisted by one or several labourers. 

The store will be situated in the most convenient position for 
the rapid handling of the material. The fixtures will be divided 
into suitable zones and fitted with bins or racks each bearing a 
number. On each will be a card ruled with the following 
headings— 

Number, Item, Unit, 

upon which the balance is extended after a physical count has 
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been taken when the stock enters the store or when the Records 
Office has conducted test checks. 

Alternatively, another type of card showing Receipts, Issues 
and Balance could be used and full details entered every time 
the material is handled. 

The first method has several advantages, these being— 


1. It enables the storeman to speedily handle material with less 
chance of mistakes being made. 

2. The storeman has actual physical control and is relieved 
of clerical duties. 

3. As periodical checks will be conducted by the office at 
random, greater care will be exercised by the storeman 
handling material. 

4. It saves keeping records which would be a needless duplica- 
tion of the office records. 

When the goods enter the store from the Receiving Office, they 
will be unpacked and placed in front of the respective bins. 
They will then be checked in quantity with the packing slips and 
the storeman will carefully inspect each part. Tension tests will 
be taken to see that materials are in accordance with manufac- 
turing specifications, and any part which is not up to standard 
will be returned to the supplier. The material will then be placed 
in the containers or racks and the new balance extended on the 
cards. The packing slips, after being signed as correct, will be 
sent to the Records Office for comparison with the actual invoices, 
any difference being noted and claims made accordingly. Any 
part which proves defective during the course of manufacture is 
also to be returned to the storeman for return to the supplier. 


Issue of Material 


The storeman will issue material only on the written authority 
of the Production Manager on a proper requisition form. The 
requisition ensures that— 


(a) No issue can take place without signed authority. 

(b) A maximum of protection is given to the storeman. 

(c) It discloses full particulars as to quantity and job, for 
accounting and recording purposes. 


When the Production Manager decides to go into production with 
a special model, either for stock or to meet orders, he will, from 
the Material Register, determine the exact quantity of the various 
types of material required for the job. He will then fill out a 
requisition order on the store for material needed. This 
requisition will be in quadruplicate, giving details of— 

Model Number. 

Material Quantities. 

Stock Numbers. 

Job Number. 

Date promised for delivery. 


1. 
2. 
3. 
4, 
5. 
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The copies will be distributed as follows :— 


1. To the storeman as a requisition, 

2.) To the Factory Manager, who will be in close touch with 

3.§the Production Manager on all matters relating to output. 

4. To be filed with travellers’ orders for reference. 
The Factory Manager will hand the third copy on to the cutters 
for the work to be commenced. The cutters will then present 
their copy, duly signed, to the storeman when they receive the 
correct quantities of material. The cutters’ copy will be sent to 
the Records Office by the storeman for costing and recording 
purposes. Any material returned to the store to be placed back 
into stock must be accompanied by a “Returned to Store” form 
for the purpose of absolute control. The storeman will sign for 
the material and send the form to the office, the duplicate being 
retained by the Factory Manager for reference. In other trades, 
requisitions must be signed by authorised persons, and may be 
issued from Production Department Managers direct to the store- 
man. 


Assembly 

The factory must be planned in such a way that all work on the 
material is progressive in nature so that each department adds to 
the work done by the previous department until the finished 
article is produced. This movement could be likened to a snow- 
ball rolling down hill, as it gathers size on the way down. 

During the course of production, a check must be instituted 
between departments, and this may be carried out by Departmental 
Managers supervising the work being done by employees under 
their control. 

When the Factory Manager receives the two copies of the 
requisition order, he will stamp on both copies a “truck” number, 
the “truck” being properly fitted with the necessary sections to 
contain all the material for that job until completion. The cutter 
will then take the truck and his requisition to the storeman, who 
has, meanwhile, from particulars on his copy, cut and grouped 
the material for loading. The cutters’ copy is dealt with as 
explained in the previous section. The material will then be cut 
according to pattern, replaced in the truck, and sent to the first 
section of the assembly. At this point a labour time card is 
attached to the truck, as costing records must cover both labour 
and material. 

The time card, which is compiled from the Labour Register, 
will be sectionalised into departments and will cover every factor 
of assembly. As each department completes the work for which 
it is responsible, the relative section is torn from the time card 
and attached to the piecework book for wages compilation, etc. 
This procedure ensures that— 


1. All material will be accounted for between departments, as 

no section will receive the truck unless all parts are intact. 
2. The person last handling the truck is responsible for the 
material being correct. 
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3. Any particular piece which has been misplaced during 
previous operations is checked and found immediately. 

4. The opportunity of misuse or pilferage in this stage is 
reduced to an absolute minimum, as a partially completed 
garment is of no use to anyone. 

5. At any stage of manufacture and assembly it is possible, in 
a short space of time, to arrive at the value of incompleted 
contracts and partly finished goods by reference to the 
labour cards and material requisitions. By following out 
this system it is possible, at any point of time, to take a 
valuation of work in progress with a minimum delay and 
inconvenience to the factory staff. 

When the last assembling section has completed the models, 
they are delivered to the Factory Manager, who inspects them, 
and checks them with both the material requisition and the 
particulars at the top of the labour card. After signature these 
forms are returned to the Production Manager, who will have 
invoices issued and arrange for the goods to be despatched. 
Goods manufactured for stock will be held by the Factory 
Manager and will be issued on receipt of a copy of the outwards 


invoice. 
Records O ffice 

This section covers— 

(a) Stock Records. 

(b) Cost Records. 

(c) Financial Records. 

(a) Stock Records. Complete control can only be exercised 
by the records showing— 

1. Quantities issued. 

2. Quantities received. 

3. Quantities on hand. 

4. Value of stock on hand. 
This perpetual inventory will— 

(a) Give proper control over buying and slow moving stock. 

(b) Enable proper accounting control to be exercised. 

(c}) Banish the necessity for physical stocktaking before 

preparing a monthly P. and L. Account. 
(d) Investment can be kept at a minimum. 
(e) A check can be kept on people handling the material 
physically and reduce the loss by pilferage. 


The stock requisitions may be priced in a variety of ways— 

Original cost. 

Standard Price. 

Market Value. 

Average Price. 
but the “Average Price” method offers the best means of control, 
as bad buying is not loaded on to one financial period and good 
buying also benefits future periods, so stabilising costs. A 
mechanised system of the above accounts will ensure that the 
following facts are promptly available and will be progressively 
obtained— 
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(a) Mechanically proved quantity on hand of any item of 
stock. 

(b) Mechanically proved value on hand of any item of stock. 

(c) Mechanically proved aggregate value of any item of stock. 

(d) Mechanically proved aggregate value of all stock on hand. 

(e) Average cost of each item, which will enable a true 

valuation to be made at any time. 

The principle of the system is that a conveniently ruled card 
or sheet is prepared for each stock item in the Material Register. 
This card will set out a description of the item, also the unit 
in which the quantities are to be recorded—this may be yards, 
dozens, singles, etc., the point determining this unit being the 
minimum quantity which is likely to be received or requisitioned 
for at any time. The selection of the unit on this basis eliminates 
the necessity for awkward fractions or odd denominations, thus 
weights can be better recorded in pounds than in tons, hundred- 
weights, quarters, pounds. The cards would be headed with the 
distinguishing number and prefix letters in order to indicate the 
group into which the item falls, such as linings, tweeds, silks, 
serges, cottons, buttons. 

Groupings of this nature can be arranged and a numbering 
system based on a number applicable to the major group, to 
the subsidiary section within that group, and to the unit item 
itself. Balances will be brought forward on to the headed cards 
based on a physical stocktaking. Inward stock will be posted 
direct from inwards invoices, and where the price varies from 
the previous average, the new average price would be computed 
on a calculating machine by dividing the total quantity on hand 
into the value on hand. 

Outward stock is posted from the stores requisitions, the num- 
ber of the requisition being entered in the reference column of 
the card and the quantity and value in their respective columns. 
With all postings the machine automatically adds inwards stock 
and subtracts outward stock from the previous balance, mechani- 
cally extending the new quantity balance and new value balance 
at the same time. At the same time the information is reproduced 
on a summary sheet which travels through the back of the 
machine so that it shows the postings to each individual account, 
also the respective new and old balances. The machine also 
accumulates the total quantities and values posted, and these 
figures are balanced with a predetermined total of the posting 
media, providing a daily check on the accuracy of the entries. 

Where necessary the totals can be extracted according to the 
various sections of the stock ledger and taken by the machine to 
control accounts, which will give the aggregate balance on that 
section. This total figure will not have any meaning in relation 
to the quantity column, as yards, dozens, etc., will be accumulated 
purely for the purpose of checking the mechanical accuracy of 
the work. The value figure will, however, have a very important 
significance owing to the fact that it discloses the actual invest- 
ment in stock in each section. The summary sheet will proceed 
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to the calculating machine operator, who will multiply the average 
price by the quantity balance on each line to see that the result 
agrees with the balance of value. This imposes a comprehensive 
check that— 

(a) The operator has posted both quantity and value correctly. 

(b) Previous balances of quantity and value have been correctly 

picked up. 

(c) The requisition has been correctly rated. 

(d) The average price has been correctly computed. 

(e) The postings have been made to the right account. 

In certain cases where a large number of postings are involved, 
it will be found necessary to interpose a preliminary routine 
between requisitions and posting process. This becomes 
especially necessary where there are a large number of requisi- 
tions each containing a multiplicity of stock items. In such cases 
it would be found desirable to list the items on to unit slips 
and then sort these according to stock numbers, the duplicate of 
the summary sheet being short-carboned so that the value column 
is not disclosed. This copy may be used to check the physical 
stock keeping at intervals. The above system thus provides a 
checked perpetual inventory enabling quick action to trace and 
adjust differences and laying the basis for complete accuracy and 
balances, which at the end of any financial period must be in 
accord with the adjustment account kept in the financial ledgers. 

(b) Cost Records. Job cards will be made out in the Costing 
Office for each particular job in production, and as the work 
proceeds details of the value of material used and labour costs 
will be entered on these cards for the purpose of controlling costs 
in production. 

The material requisitions which have been priced and used in 
the stock ledgers will now be utilised for the recording of the 
value of material on the job cards. This can be done by listing 
full details on to a materials summary covering all jobs, and 
carrying periodical total to each individual job only. 

Alternatively, by machine, the material could be posted to each 
individual job card and the materials summary obtained auto- 
matically on the summary sheet running through the back of the 
machine. 

(c) Financial Records. Control Accounts. Purchase invoices, 
after being checked with the supplier’s statement, will be entered 
on to the purchase journal and the total will be entered— 

Dr. Materials and Supplies Account. 

Cr. Trade Creditors. 

The total value of material, obtained from the materials sum- 
mary, will be— 

Dr. to Work in Progress. 

Cr. to Material and Supplies. 

All indirect charges relating to materials will be debited to 
manufacturing expenses and credited to materials and supplies. 
Where different classes of material are stored separately, it is 
advisable to maintain separate stock accounts. Material in 
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transit would not be merged in the ordinary stock accounts, but 
would be handled through special material in transit accounts. 


Stocktaking 

The financial or perpetual stock records make the half-yearly 
stocktaking routine a check only against the stock ledger. 

When discrepancies are discovered, either at this period or 
during the course of the year, owing to theft, damage or errors 
in issuing, adjustments are necessary to clear the accounts and 
stock records of their value. If these amounts are large, search- 
ing investigation must be made to try to trace the job or process 
which should be charged with the value. The adjusting entries, 
if small, will be carried out as a— 

Dr. to Stock Adjustment Account. 

Cr. to Materials and Supplies Account. 

When the balance-sheet is being prepared, consideration must 
be given to the value of the raw material stock, either at cost or 
market value, whichever is the lower. If stock is to be written 
down, stock accounts and detail records must be adjusted. The 
loss may be charged as a manufacturing expense and spread 
over all production, or it may be charged direct to the profit and 
loss account as a part of the cost of sales. 

It will be realised that with proper supervision a monthly profit 
and loss statement will be readily available, and so decide the 
future activities and programme of the business. 

(Mr. Walker's essay was accompanied by a complete set of 
forms suitable for use in the method described. Exigencies of 
space have precluded the reproduction of these forms.—Ed. A.A.) 
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